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Tue Nature or Business ORGANIZATION 
N previous manuals we have seen how, if the busi- 
| ness as a whole is to be successful, each part must 
function effectively in relation to all the other parts. 
In this manual, and in the succeeding manuals of this 
section on organization and reorganization, we shall 
analyze the organic structure of a business, the division 
arrangement, and interrelationship of its parts and func- 
tions, with a view toward acquiring skill in organizing 
and in improving the organization of business enterprises. 
Organization is the division and arrangement of the 
parts and functions of a business so that the busi- 
ness as a whole may be carried on in an orderly, har- 
monious, and profitable manner. 

As pointed out in Executive Manual 8, there are two 
separate phases of the problem of organization: 

1. Operating organization, which is primarily a personnel 

problem. 

2. Ownership organization—proprietorship, partnership, cor- 

poration and common-law trust. 

We shall first briefly analyze the fundamentals of 
operating organization; then we shall take up owner- 
ship organization in detail. Later, particularly in our 
study of reorganization, we shall again take up operating 
organization, preliminary to our study of financial reor- 
ganization in Executive Manual 92. 


Having a Smooth-Running Organization. We can com- 
pare a business operating organization to the human 
body. The parts of the body correspond to the parts of 
a business. Each part has a:specific function, but it can 
exercise its function only when connected with the rest 
of the body. The brain and the nervous system are 
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the management, which formulates ideas and plans and 
transmits them to other parts of the organization, to be 
carried out just as the brain transmits its ideas to the 
muscles of the body. 


In order to have the plans and orders carried out 
smoothly and efficiently, an organization must be com- 
plete and well constructed. Our aim here is primarily 
to find out just what is meant by a complete and well- 
constructed business organization. That is essential in 
acquiring organizing ability. 

It is a pleasure to watch a skilled boxer in action. Each 
blow is accurately measured; there is no wasted effort; 
each move counts; there is very little waste motion. We 
marvel at the perfect co-ordination of mind and muscle. 
It is the result of a well-organized body perfected by 
careful training. 


An equally perfect co-ordination of management ideas 
and plans with the parts of a business that carry them 
out is present in every well-organized business. There 
is an air of tremendous energy about the place, but with- 
out any confusion; there is harmony of action every- 
where. This harmony is the result of the foresight of 
some one who is a good organizer. It shows that some one 
individual or group of executives has skillfully analyzed 
the business as a whole, anticipated the growth of the 
business, and worked out a plan of organization which 
has permitted the business to grow larger from year to 
year without confusion or friction. Each part of the 
business and each function is placed in the hands of some 
one individual who is capable of supervising or handling 
that part or function in the way that secures a smooth- 
running organization. 

The prime objective in the work of organization is 
to have the business so divided into parts and func- 
tions that each part or function can be supervised 


in such a way as to secure a smooth-running organi- 
zation as a whole. 
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Qualifications of an Organizer. A minimum of internal 
operating friction, flexibility for growth, and ease of effec- 
tive management are three essentials of a smooth- -running 
organization. In developing such an organization, the 
organizer must have: 

1. Definite knowledge of what is to be accomplished by the 
organization. 
2. Ability to secure well-co-ordinated group effort. 


3. Ability to analyze both the principal and the subordinate 
functions of the business. 


4, Ability to analyze workers and place each one in | the job 
to which he is best adapted. 


5. Knowledge of the experience of others in organization 
work and of the principles of successful organization prac- 
tice. 


By applying the fundamental principles on which 
sound organizing judgment rests, we can avoid costly 
errors and conserve our time and energy; we can devote 
our whole attention to building up and strengthening the 
organic structure of our business—and avoid constant 
tinkering and repairing. 


Planning for Future Development. The experience of 
others gives us a basis on which to gauge the future 
development of an organization; for it is necessary to 
have a fairly clear conception of the future development 
of a business in order to provide the flexibility required 
in attaining that development. 

Provision must be made for smooth expansion in 

meeting enlarged demands made upon an organization 
by the growth of the business. 

In estimating the future growth of a business, the 
question should be asked, “What has happened to other 
successful concerns under similar circumstances?” and 
“How do we compare with them?” 

Largely in answer to those two questions do we get 
an accurate picture of the future development of a busi- 
ness. Having set up this picture, we can then build our 
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basic organic structure so that it will meet the future 
requirements of the business. 


When Effective Organization Is Not Provided. In start- 
ing a new business, it is especially important to have cer- 
tain problems in organization settled before the operation 
of the business is started. The responsibility for handling 
the several major functions of the business should be 
definitely assigned into capable hands before the actual 
start of the business, so that things will go along as 
smoothly as possible during the first trying weeks of 
operation. 

During a period of labor difficulty in Buffalo, four men 
who had been employed by a large printing and binding 
company decided to go into business for themselves. 
Their combined capital was sufficient to start the busi- 
ness and they felt that enough work could be obtained 
to keep their shop busy. Each of these men was a good 
man in his particular line. One was a printing sales- 
man, another a pressman, the third a compositor, and 
the fourth had been foreman of the bindery. 

They entered into a partnership agreement and started 
the business. The salesman succeeded in getting some 
good orders and turned them over to his three partners 
to be filled. Trouble started almost at once. The first 
troublesome question was, who is responsible for seeing 
to it that the orders are properly handled? Financing 
troubles also arose. It seemed as tho no unanimous 
opinion could ever be obtained on any financial question. 
Such questions should have been anticipated. A clear- 
cut demarcation of authority should have been worked 
out and the organization perfected on paper before 
any serious thought was entertained of actually starting 
operation. 

These partners then called in a trained organizer, who 
was employed as manager. He made each of the partners 
responsible for work of the kind in which he had previ- 
ously specialized. Their experience with their former 
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employer had taught them only one job. They had given 
little thought to the need of a clear-cut division of 
responsibilities among themselves. No one of them had 
all-round training in business management. They had 
not recognized the simple fact that— 

At the start of a new business, as well as later on, 

there must be a clear-cut division of responsibilities 

among the personnel, with authoritative general, as 

well as departmental, supervision. 


The Relation of Organization to Management. We know 
that management is the planning, guiding, and directing 
force in a business and that the organization is the means 
by which these plans and directions are carried out. It 
is important to keep in mind the fact that— 

An organization should be so designed as to make 
effective management possible with a minimum of 
internal and external friction. 

Organization is not an end in itself; it is the tool with 
which management works. Management can function 
efficiently only when its organization is well constructed. 
Furthermore, a well-planned and well-constructed organ- 
ization will go far toward overcoming the handicap of 
inefhicient management. But good organization and good 
management naturally accompany each other; in fact, 
management is not really efficient unless it builds a good 
organization with which to carry out its plans and 
policies. 


What Organization Accomplishes. In the early days of 
industrial development, when enterprises were relatively 
small and relatively simple, organization problems were 
simple, too. But as business concerns grew larger, and 
consequently more complex, they had to be divided into 
departments; responsibilities and authority had to be 
delegated; and organization, which is fundamentally the 
division of responsibility, of authority, and of rights and 
duties, became a prime problem of business manage- 
ment. 
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Organization facilitates group efficiency; it permits 
teamwork within the group and between the various 
groups of workers. 

Analysis of the things that organization accomplishes 
will show how necessary adequate organization is to the 
carrying out of the many demands made upon it by 
management: 


1. Organization provides the grouping of workers for effective 
teamwork between the groups. 


2. Organization increases group efficiency by careful delega- 
tion of specific functions to individual members of the 
group. 

3. Organization enables the individual to specialize in his par- 
ticular function in the group activity. 

4, Organization provides functional divisions and subdivisions 
that facilitate effective supervision by management. 

As a means of increasing individual efficiency thru 
specialization within the group, organization makes pos- 
sible the doing of many things which could not be done 
by an individual; it makes possible the conserving of 
strength and effort thru careful planning, as fully ex- 
plained in the section of this training service on the prin- 
ciples of production. 


Another Phase of the Organization Problem. Thus far 
we have been thinking about internal operating organi- 
zation. This, however, is but one of two major parts 
of the organization problem as a whole. The plan of 
internal operating organization may be perfected and 
still there remains the problem of financial-legal organi- 
zation. Shall the business be organized as a proprietor- 
ship, a partnership, a corporation, or a business trust? 

In order to decide which of these four forms of organi- 
zation it is best to employ, we must become acquainted 
with the structure, the advantages, and the disadvan- 
tages of each form with respect to the conditions present 
in the business to be organized. 

This matter was briefly touched upon in Executive 
Manual 41 in connection with the problem of financing 
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a business; but the question is so broad and so impor- 
tant that we shall devote the greater part of this section 
to it. There are many considerations, such as the matter 
of legal liability of the owners of the business in event 
of insolvency, the question of raising additional capital 
for purposes of expansion, the problem of providing for 
changes in the personnel of ownership and management, 
and others, all of which will be covered in this and the 
following manuals. 


INDIVIDUAL AND PARTNERSHIP 
ORGANIZATION 


Pariell 
Tue INDIVIDUAL PROPRIETORSHIP 
\ GROUNDWORK for consideration of the more 


complex forms of organization later on, we shall 
first consider the individual proprietorship, which 
is the simplest form of business organization. 


As explained in Executive Manual 41, an individual 
proprietorship is a business owned by a single individual 
who, as a rule, is also the active manager of the busi- 
ness. This form of financial organization has some 
marked advantages, as well as disadvantages, and it is 
well to have a clear understanding of these advantages 
and disadvantages. 


The Advantages of Individual Proprietorship. An indi- 
vidual proprietor can, ordinarily, enter any kind of busi- 
ness enterprise except those assumed by the government 
or forbidden on grounds of public policy.. He can enter 
the business enterprise, conduct it as long as he pleases, 
and retire from it whenever he has completed all the 
contracts into which he has entered. There is maximum 
freedom of action in the individual proprietorship. 

This freedom of action permits the proprietor to meet 
many emergencies more quickly than they could be met 
by a more complex form of organization. He ean often 
more readily take prompt advantage of business oppor- 
tunities, because sole responsibility for the business rests 
with him alone. 

Another advantage is that of secrecy, altho secret plans 
and action are becoming less important with the growth 
of broad and fair mindedness in business affairs. The 
development of the trade association with its interchange 
of ideas is gradually bringing about a realization of the 
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interdependence of-business and is doing much to elimi- 
nate secrecy in business. Still, there are many things 
about a business which if known to competitors would 
give them an unfair advantage. With this information 
largely confined in the proprietor’s own hands, he is in 
better position to prevent any leaks of important facts 
than in cases where there are associates who share know]l- 
edge of a secret nature. 

Again, because the risks and profits accrue to one 
person, the individual proprietorship offers a powerful 
incentive to the ambitious individual. The individual 
proprietor recognizes the fact that success or failure is de- 
pendent solely on his business judgment and managerial 
ability. Good progress in the science of business man- 
agement has been the result, in no small part, of the 
study, by individual proprietors, of their own and others’ 
experience. 

Such are the more important advantages of this sim- 
plest form of business organization. But there are also 
some disadvantages. 


Disadvantages of Individual Proprietorship. The indi- 
vidual proprietorship is not, as a rule, a good form of 
organization for large business enterprises. The amount 
of capital at the command of any one individual is seldom 
sufficient for the construction and operation of a large 
plant. Furthermore, large business enterprises often re- 
quire business judgment, skill, and ability beyond the 
capacity of any one man, and, in many cases, the kind 
of talent needed in managing the business cannot be 
secured unless an ownership interest is offered to men 
who possess that talent. 

Even tho one man may have the necessary amount of 
capital at his disposal and the necessary talent as a man- 
ager, he would probably not want to put all his eggs in 
one basket and assumes all the risks of carrying on the 
business. Moreover, an individual proprietor cannot 
avoid the risks by organizing and managing a group of 
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small enterprises, for any one of such enterprises is liable 
for the losses suffered by any other of the business enter- 
prises. Furthermore, everything owned by an individual 
proprietor, both inside and outside his’ business, can be 
drawn on to pay debts in case of his insolvency. 
The risk of losing all in case of failure is the main 
disadvantage of the individual proprietorship. 

Carrying in mind the principal advantages and disad- 
vantages of an individual proprietorship, let us establish 
the limitations or conditions under which a decision for 
or against this form of business organization can be made. 


Conditions That Favor an Individual Proprietorship. The 
individual proprietorship is a form of organization that 
may be employed— 

1. Where the amount of capital required for owning and op- 
erating the business is within the means and borrowing 
capacity of the individual. 

2. Where extraordinary risks contingent to the conducting of 
the enterprise are not great. 


3. Where the operations of the business are simple in char- 
acter and are well understood by the individual pro- 
prietor. 

4. Where the success of the business is dependent, primarily, 
on the personal popularity and personal skill of an indi- 
vidual owner. 

Altho those conditions are present in the case of many 
small business enterprises, they seldom obtain in the 
larger business concerns, where the skill and capital of 
a number of individuals must usually be united in order 
to have sufficient capital and to divide and limit the 
individual’s risk of loss in the event of insolvency. 


But an individual proprietorship is not necessarily a 
small business concern. There are many specialized con- 
cerns doing a large volume of business which are organ- 
ized as individual proprietorships. The fact that these 
concerns have developed without changing their form of 
organization shows that foresight and excellent organiz- 
ing ability were used by the founder. Usually, however, 
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when a proprietorship grows to large proportions, the 
contingent risks become so great as to make incorporation 
advisable. 


A large concern which is organized as a sole proprietor- 
ship is most successfully operated along the lines of mili- 
tary control. The power of major decisions is vested in 
the proprietor, who thus retains close personal control 
of the business. 


The Qualifications of a Proprietor. As previously stated, 
an individual proprietorship lends itself to prompt deci- 
sions. But the value of this advantage depends upon the 
proprietor’s ability to make correct decisions promptly. 
He must have thoro knowledge of the effective operation 
of all the branches of his business. He must be many- 
sided in his knowledge of and interest in the business. 
If he lacks either sales, or production, or financing abil- 
ity or interest, he must either acquire this ability or inter- 
est, or hire some one executive who can supply it. 

In every business, whether a proprietorship, partner- 
ship, corporation, or business trust, the function of 
general management should be placed in the hands 
of an individual who has had well-balanced training 
in all the main departments of the business. 

In a partnership or corporation, final responsibilities 
on many important matters may be divided among 
several men, and there are more opportunities for con- 
sultation on important matters. Yet, under these more 
complex forms of organization as well as under an indi- 
vidual proprietorship, the principle of balanced manage- 
ment applies with equal force. The higher executives in 
a corporation, who control the teamwork between depart- 
ments and who direct functionalized specialists within 
departments, must obviously have complete and well- 
balanced training in business management. Many failures 
of partnerships and corporations, as well as proprietor- 
ships, may be traced to a disregard of the fundamental 
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principle of maintaining a high degree of balanced 
operating efficiency. 

If the proprietor of a business does not possess the 
knowledge of all phases of a business that is required in 
securing well-balanced management—if he has not had 
sound training in all departments of business—he then 
should either secure this training or hire a general man- 
ager or find a partner who has it; or he may incorporate 
his business and have ultimate authority resting in a 
board of directors. Then he can be placed in the business 
where his special ability can be used to best advantage 
without the risk of having unbalanced management. 

Even tho he may own all the business, a man should 
recognize his limitations as manager of that busi- 
ness; he should provide for well-balanced manage- 
ment. 

Sometimes this provision is made by forming a part- 
nership; and there are many important considerations 
for the man who forms or enters a partnership, which 
will be taken up in Part IIIT of this manual. 


INDIVIDUAL AND PARTNERSHIP 
ORGANIZATION 


5 Part III 


THe Bustnress PARTNERSHIP 
A BUSINESS partnership is the simplest form of 


organization by which two or more persons may 
combine for the purpose of jointly conducting a 
business enterprise. 
A partnership is a contract between two or more 
competent parties to combine their money, property, 
skill, or labor for the prosecution of some lawful 
business for profit. 

This form of organization is particularly suitable to 
bring together, for mutual profit, men of different busi- 
ness attainments. Individuals who are primarily special- 
ists may join in a profitable partnership if the combina- 
tion of their abilities represents full knowledge of, and 
skill in, exercising all the functions of management—and 
who have, within the partnership, one person who can 
effectively co-ordinate the work of the partners, in the 
capacity of a general manager. This matter of providing 
for general management of the business is one of the 
crucial problems in forming a partnership. If no member 
of the partnership is qualified to accept the responsi- 
bilities of general management, this fact should be recog- 
nized at the start and a capable general manager should 
be employed. Failure to recognize the necessity of this 
action has, in many cases, been the cause of great weak- 
ness in operating under this form of organization. 


The Three Forms of Partnership. There are three forms 
of partnership, each cf which has its own characteristics. 
While the objective of mutual profit is the goal in each 
form, there are important differences between them. 
These three forms of partnership are: 


13 


14 INDIVIDUAL AND PARTNERSHIP ORGANIZATION 


1. The general partnership. 
2. The special partnership. 
3. The limited partnership. 


THE GENERAL PARTNERSHIP 
Whatever is done within the scope of the business by 
any one of the partners in a general partnership is done 
by each and all the partners, so far as the public and the 
law are concerned. 


If one partner contracts a debt within the scope of the 
partnership, not only are all the joint business assets 
liable, but all of the assets of each of the partners as 
individuals are liable for the payment of the obligation. 
Even tho this obligation is contracted without the knowl- 
edge or consent of the other partners, they all are still 
liable—because, in so far as the public is concerned, each 
partner in a general partnership has the right to act for 
the partnership. 

In a general partnership, all the partners are jointly 
responsible for the business acts of any of the 
partners within the scope of the partnership. 

If any one of the partners contributes the greater part 
or the whole of the business capital, he is not entitled 
to a greater share in the profits, nor is he liable for a 
greater portion of the losses, of the partnership—unless 
there is an express agreement to give him an unequal 
share of profits or of liability for losses. If there is no 
definite agreement, it is assumed that a partner who con- 
tributes less actual money than another partner, does 
contribute some other form of asset or assets, such as a 
patent right or skill or time, which is equivalent to the 
cash capital contributed by another partner. In other 
words— 

The profits and liabilities of all of the partners are 
equal unless there is a definite partnership agreement 
which specifically provides for an unequal division of 
profits and liabilities. 

A partnership agreement is the contract setting forth 
the conditions under which the partnership shall be con- 
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ducted, the special“interests and contributions of the 
members of the partnership, and the method of dividing 
the profits or sharing losses. An example of a partner- 
ship agreement will be quoted later on. Here at this 
point let us remember that a general partnership is broad 
in its scope; is a permissible form of organization for any 
lawful business enterprise; and, unlike a limited partner- 
ship (explained later), all the partners are jointly and 
severally responsible for the business acts of any one of 
the partners. 


THE SPECIAL PARTNERSHIP 

As its name indicates, a special partnership is entered 
into by two or more parties to engage in some special 
business activity. This type of partnership is sometimes 
called a “particular partnership” or, in financial or real 
estate transactions, a “syndicate.” 


The scope of activity is usually confined to a single 
business transaction, such as the purchase of a piece of 
real estate for subdivision or the promotion of a new 
business or the underwriting of an issue of securities. 

A special partnership often fills the need for an 
efficient temporary organization to unite capital and 
capabilities for successfully handling a special piece 
of work. 

While the special partnership has always occupied an 
important place in the field of business, it has, during 
the past thirty years, proved itself so useful—almost 
indispensable in connection with the sale of bonds and 
stocks—that its future seems assured. For the purposes 
just mentioned, it operates under the title of “syndicate” 
and may assume either one of the following two forms: 
(a) the underwriting syndicate; (b) the joint-account 
syndicate. 


How the Underwriting Syndicate Operates. A special 
partnership operating as an underwriting syndicate agrees 
to take an entire issue of securities at a stipulated price, 
on a specified date, or such part as remains unsold on 
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such specified date provided the said issue has not been 
previously sold by the issuing party or its agents. The 
underwriting syndicate is thus a special partnership for 
insuring the sale of the securities specified, within a 
limited period of time. Its compensation for its work 
of guaranteeing the sale of the securities in question is 
fixed at a percentage of the amount at risk, as in other 
insurance contracts. 


The ‘‘Joint-Account’’ Syndicate. The second form of 
syndicate above mentioned is called a “joint account” 
in financial circles and a “joint adventure” in general 
treatises on law. The joint-account syndicate purchases 
an entire issue of new securities, divides the issue among 
the members, and then each member proceeds to sell, 
either with or without a selling commission, such a por- 
tion of the block as it pleases to its clients. 


In case the issue is entirely sold out within the syn- 
dicate period, each member receives a predetermined 
percentage of the profits or pays its proportion of the 
losses. In case the issue is only partially sold, the 
profits or losses are shared and the unsold securities are 
divided among the members according to the particular 
agreement. 


The Length of Life of a Special Partnership. A special 
partnership legally terminates as soon as the business 
transaction which it was organized to handle has been 
fully consummated. However, owing to the fact that it 
is often found desirable to engage in activities other than 
those for which the special partnership was formed, it 
is sometimes to the best interests of the partners to renew 
the contract in order to complete such activities under 
the partnership organization rather than sell out their 
interests or subdivide such interests among the members 
of the special partnership. 


And further, since one such contingency may be, and 
often is, followed by another of the same kind, cases 
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may be found where a special partnership has been re- 
sumed with the necessary modifications so many times 
that, except for the renewal of the agreement, it operates 
in all other respects as an ordinary partnership. 


Financing a Special Partnership. Because of its tem- 
porary existence in the eyes of the law, it is usually 
impracticable to operate on long-term borrowed capital. 
Short-term loans are, however, common. The nature of 
the loans contracted for naturally depends upon the char- 
acter of the assets held in the treasury of the partnership. 

A special partnership engaged in subdividing suburban 
acreage normally borrows upon its own notes, secured 
by a first mortgage with a “release” clause attached. This 
release clause permits it to sell individual lots free from 
any of the mortgage obligations by the payment of a 
stipulated sum for each lot released, such sums to apply 
on the mortgage. 

An underwriting syndicate operating as a joint account, 
and using its securities as collateral, usually borrows 
approximately 80 per cent of the purchase price from 
commercial banks, repaying the banks or substituting 
other collateral as the securities are sold. 

Where the special partnership is operating in a line 
of business where it is not regularly in possession of assets 
having collateral value, it is, of course, necessary that 
the individual partners together possess sufficient capital 
to carry on the business successfully. 


Two Principal Features of Special Partnerships. Thus, 
two outstanding characteristics of the special partnership 
are: 

1. A restricted field of operation. 
2. A temporary existence. 

In the special partnership, as well as in the general 
partnership, all of the partners are jointly and severally 
responsible for all the obligations of the business. This 
does not apply in a limited partnership, which has special 
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features that make it suitable for certain organization 
requirements which would not be met by either the gen- 
eral or the special partnership. 


THE LIMITED PARTNERSHIP 


A limited partnership affords an opportunity to bring 
in as partners persons who do not desire to take an 
active part in the management of the business or to 
assume their full share of its risks and obligations. It 
is suitable for investors who, while desiring to partici- 
pate in the profits, are not willing to assume the respon- 
sibilities of a complete partnership interest. 

A limited partner usually contributes a certain amount 
of money to the capital owned by the partnership. For 
this contribution he is entitled to a specified share of 
the profits; but his liability for the debts of the partner- 
ship in case of insolvency does not exceed the amount 
of capital he has contributed, provided that the statutory 
regulations governing limited partnerships have been 
strictly complied with. 


Special Features. Since the limited partnership is a 
complicated form of organization, possessing as it does 
certain of the attributes of a corporation together with 
those of an ordinary partnership, the following special 
features should be noted: 

1. A limited partnership is a creature of the statute law and 

as such is held strictly accountable to its provisions. 

2. The articles of agreement provide for one or more special 
partners who are not liable for the obligations of the part- 
nership, either in tort or in contract, except to the extent 
of the capital which they individually have contributed. 

3. In case the statutory provisions are not complied with, 
the limited partnership is treated in law as a general 
partnership and all the members become liable as general 
partners. 


Whatever the form of partnership employed, the neces- 


sity for a definite agreement as to the rights, responsi- 
bilities, and habilities of the joint and several members 
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of the firm should be emphasized. This agreement should 
be embodied in the articles of co-partnership or, as it is 
sometimes called, the partnership agreement. A knowl- 
edge of the legal requisites of this contract is needed by 
the one who draws up a contract of this kind. 


THE ARTICLES OF CO-PARTNERSHIP 


The partnership relations should be determined before 
the partnership is formed and should be incorporated in 
the articles of co-partnership. These articles cover the 
responsibilities and liabilities of the partners and set 
forth their interdependence and relationship; and it is 
imperative that they be complete and specific. 

The articles of co-partnership should be so complete 
and specific that they take care of any future ques- 
tion of duties, responsibility, or share in profits on 
the part of each partner in the business. 

After the articles of co-partnership are once drawn up 
they can only be changed by the unanimous consent of 
all the members. Thoroness is highly essential in draw- 
ing up the original partnership agreement. 


It should be remembered that violation of a partner- 
ship agreement by one of the partners does not. affect 
the liability of the partnership itself to the public. It 
only makes possible legal action by the other partners 
in the business against the partner who violates the 
agreement. 


Essential Facts in Partnership Agreements. The articles 
of co-partnership differ, of course, with the character of 
the business to be undertaken. The complexity and 
scope of the work also affect these articles. In all cases, 
however, regardless of the form of the partnership, the 
articles of co-partnership should include the following 
facts: 

1. The full identity of the partners to the contract. 

2. The firm name. 

3. The purpose for which the partnership is formed. 
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4. The contribution of each of the partners to the assets of 
the business. 


The division of the profits or losses. 

The character of the accounting system to be used. 
Responsibility of each partner in managing the business. 
The rights and duties of each of the partners. 

The conditions of dissolution of the partnership. 

Mone other matters may also be covered in the part- 
nership agreement; it is important in all such agreements 
that all essential facts be included. Let us get a clear 
conception of each of these nine facts. 


Identity of the Partners and the Firm Name. The first 
clause of the articles of co-partnership should give the 
full names and business addresses of the several partners. 
Since a partnership agreement is a contract, only those 
persons who are competent to enter into such a contract 
can form a partnership. Ail the legal requirements for 
making valid contracts will be thoroly set forth in Execu- 
tive Manuals 93 and 94, when we come to the study of 
legal problems. 

A firm name may consist of the surnames of the parties 
to the agreement, such as Abbott and Bennett; it may 
consist of any one or more names of the partners; it 
may consist of one or two or more names followed by 
“& Company,” if there are other partners not included 
in the names used (altho in certain states the words 
“& Company” may not be used when the partnership 
is a limited one). Or the firm name may not include 
any of the partners’ names, but be known by some other 
name, such as The Metro Company. The statutes of 
some states provide that the words “Not Incorporated”’ 
must follow such fictitious names. 

Thus there is considerable latitude in choosing the 
name for a partnership; but in some states there are 
definite legal requirements to be fulfilled if the name of 
a partnership does not include the surnames of the part- 
ners, such as publication of the names and addresses of 
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the partners in certain accredited periodicals for a definite 
length of time. In most states a certificate must be filed 
with the county clerk setting forth the names of the 
partners ; the general public must be made acquainted 
in some definite way with those responsible for the con- 
duct of the business and those entitled to make contracts 
for the partnership. 


It is very important to make sure that all the legal 
requirements of the state in which the partnership is 
formed, are complied with. It is usually advisable to 
have the counsel of an attorney in drawing up articles 
of co-partnership in order to be sure that all legal require- 
ments are fulfilled. 


The Purposes of the Partnership. Next in the partner- 
ship agreement should come a statement of the purpose 
or purposes for which the partnership is formed. This 
clause should state specifically the character of the busi- 
ness and the limits to which the business operations 
of the partnership extend. The necessity of a clause 
which definitely limits the activities of the partnership 
is apparent when we remember that all the partners are 
jointly and severally responsible for the acts, within the 
partnership agreement, of each partner in the business. 
Obviously, the risk of liability to third persons for the 
acts of other partners is great, and therefore the partner- 
ship agreement should definitely define the purpose or 
purposes of the partnership. 

The activities in which the partnership shall engage 
must be very definitely stated in order to limit the 
acts of the partners to the intended scope of the 
business. 

In a special partnership, limitations are placed on the 
scope of activity of the partnership in order to know 
when the period of dissolution has arrived. If a part- 
nership is formed for the purpose of dealing in specific 
commodities, these commodities should be definitely 
named; a generic name should not be used. For instance, 
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if the partnership has been formed to subdivide a par- 
ticular piece of land, the term “real estate” should not 
be used to specify the nature or purposes of the partner- 
ship if the purpose is to limit the partnership activity 
to this one particular transaction. A definite detailed 
statement should be made describing the property to 
be sold. 


The Financial Agreements. A detailed statement as to 
the contribution of each partner to the assets of the 
business should be included in the partnership agreement. 
This statement covers the exact kinds and quantities of 
capital contributed by each member of the partnership. 
Where the investment is in the form of money, a mere 
statement of the amount will suffice, but where the in- 
vestment consists of a particular piece of property, stock 
of goods, goodwill, patents, trade-marks, etc., an exact 
and detailed description is necessary. Furthermore— 

The partner has no claim to interest on his invest- 
ment unless it is expressly agreed in the articles of 
co-partnership. 

The value of any property for the use of which a part- 
ner is to receive interest or rent or returns of any kind, 
and the exact amount or rate of return, should be stated 
in the agreement. In the case of each partner who is 
to give all or a portion of his time to the business, his 
compensation for giving this time should be definitely 
specified in the partnership agreement. This provision 
is of the utmost importance. There is no logical connec- 
tion between the salaries of the active partners and their 
share of the profits. It is sometimes true that a partner 
who contributes a large portion of the actual cash invest- 
ment and is therefore entitled to a large share of the 
profits, may deserve to receive, for giving his time to 
the business, a much smaller salary than another partner 
who contributes much less cash to the capital of the 
business. 

The amount of salary a partner may draw for his 
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work in the business should be definitely fixed in the 
partnership agreement—and his cash or property con- 
tribution to the business should be ignored in de- 
termining the salary he will receive. 

This question of salary has been the cause of consid- 
erable internal friction in many partnerships, which 
could have been avoided had there been a clear-cut 
understanding as to salaries in the partnership agreement. 

A partnership agreement also, of course, definitely 
states the share of profits to be taken and, in the case of 
a limited partnership, of the liabilities to be assumed by 
each partner in the business. 


The Accounting System. In order to determine defi- 
nitely the profits and losses from period to period, it is 
necessary, of course, for a partnership to have a suitable 
accounting system. The articles of co-partnership should 
specify that the proper accounts be kept and that accu- 
rate methods be used in determining the share of each 
partner in the profits of the partnership. The partner- 
ship agreement should also provide for a check on the 
accuracy of the accounting system employed, by an audit 
of the books made by the members of the firm or its 
accountant and under the supervision of the partners, or 
by an audit made by an independent professional auditor. 

A partnership agreement should make specific pro- 
vision both for a good accounting system and for a 
periodic check-up on the accuracy of what this sys- 
tem shows the financial returns of the business to 
have been. 

It is also desirable to provide in the articles of co- 
partnership that any member of the firm may have an 
audit of the books made whenever indications of fraud 
or mismanagement appear, without appeal to any court. 
As a rule, it is desirable to specify an annual audit of 
the books by an independent professional auditor of rec- 
ognized standing. The partnership agreement may well 
provide also for the preparation of monthly or quarterly 
balance sheets and income statements, which are so useful 
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in controlling the activities of a business, as we saw 
clearly in the section of this training service on account- 
ing and statistical control. 


The Managerial Responsibility of Each Partner. The 
articles of co-partnership should state the exact respon- 
sibilities of each member of the partnership with regard 
to the conduct of the business. This is particularly 
important where several men of different specialized 
abilities form a partnership. 

While it is true that partners in a business are jointly 
and severally responsible for the conduct of the business, 
it is also true that by splitting up the business into parts 
and assigning each partner to supervise one or more of 
these parts, the business can be conducted more efficiently 
than by joint supervision. 

The partnership agreement should provide specifically 
for division of management duties among the part- 
ners. 

Three men form a partnership. One of them has had 
successful sales experience. Another has specialized in 
production. The third is experienced in financial matters. 
While the general management of the affairs of this 
partnership may be jointly administered, it 1s obvious 
that the specialized qualifications of the men could be 
used to the best advantage by splitting up the business 
into the three parts—production, sales, and finance—and 
then making each of the partners responsible for the 
part which he is best able to manage. Altho the super- 
visory rights of each partner over each part of the busi- 
ness are theoretically equal in a partnership, yet it is 
nearly always wise to have a definite agreement of the 
kind that places supervisory control into the most capa- 
ble hands, with a very definite statement of the super- 
visory rights of each partner. In dividing up supervision 
rights and responsibilities, each member of the firm 
should be willing to accept the arrangement that is con- 
sidered best for the good of the partnership as a whole. 
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Limitation of Contractual Rights. While in theory each 
member of a partnership, except a special partner in a 
limited partnership, has an equal voice in the manage- 
ment, and full power to make contracts in the name of 
oe firm, it is often the practice to limit these contractual 
rights. 


For example, it is usually possible, and sometimes 
desirable, to provide in the articles of co-partnership that 
no one of the members shall have power to enter into a 
contract involving the firm above a stated sum of money 
without the agreement of all the partners and their indi- 
vidual signatures. 


It is also possible to provide that in the employment, 
direction, and management of important employes, such 
as heads of departments, the consent of all the members 
of the co-partnership shall be obtained before major 
changes are made. This brings the element of impar- 
tiality into the relationship of the partners with their 
employes; it tends to eliminate favoritism. 


Some lines of business are best suited to one-man con- 
trol; there is little need for consultation on questions of 
managerial policy. In forming a partnership in such 
lines of business, it is often desirable to provide that one 
of the members of the partnership shall act as general 
manager. This agreement may be made by the members 
of the partnership in the articles of co-partnership, and 
contractual rights on important matters may be delegated 
exclusively to the partner who serves as general manager. 
On the other hand, it may be more desirable to provide 
that all important matters involving new ventures or 
new methods be discussed by all the members of the 
firm, and adopted only after the consent of the majority 
has been obtained. 


The partnership agreement should specifically de- 
termine the scope of contractual rights held by each 
partner. 
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The Rights and Duties of the Partners. Many possible 
future difficulties can be avoided by giving considerable 
attention in the partnership agreement to this matter of 
the rights and duties of each partner. The time which 
each partner is to give to the business, and the extent 
to which each may engage in outside undertakings, for 
example, should be specified. 

The various rights and duties of the several partners, 
which should be covered in the partnership agreement, 
vary in different cases. But the time to agree on all 
such matters—all on which there may be future dis- 
agreement—is at the start; and they should be included 
in the articles of co-partnership. There should also be 
a “blanket clause” which provides for the making of 
changes in this section of the partnership agreement. 

There are three classes of rights that require special 
mention: 

1. The right to purchase or sell land or other property be- 

longing to the partnership. 

2. The right to make contracts. 

3. The right to undertake individual obligations which may 

interfere with the credit of the partnership. 

All of these points should be dealt with specifically in 
the articles of co-partnership. 


Providing for Dissolution. It is also wise to specify the 
conditions under which a partner may withdraw, and 
what his rights are in case of dissolution. 

The dissolution of the partnership should be provided 
for in the articles of co-partnership, altho this matter is 
sometimes left to the mutual consent of the partners. 
But in view of the fact that dissolution may be forced 
as the result of unfortunate circumstances, it is usually 
well to set forth the terms of dissolution in the partner- 
ship agreement. 

Sometimes a partner desires to withdraw from his firm 
in order to engage in other business activities or to retire 
from business, and the other partners desire to continue 
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the business. Then’ in the absence of a dissolution agree- 
ment, the partner who wants to withdraw is at the mercy 
of the other partners. He may not be able to withdraw 
and secure his share of the property and property rights 
of the partnership. 


It is impossible, of course, to foresee every contingency 
and to provide for it in advance, but it is possible to 
provide for the withdrawal of a partner and insure an 
equitable division of the property and goodwill of the 
firm in the dissolution of the partnership. 


This matter of dissolving a partnership is of sufficient 
importance to warrant brief consideration of the methods 
by which a partnership may be dissolved. 


Methods of Dissolving a Partnership. A partnership may 
be dissolved by any of the following methods: 


1. By contract; that is, by mutual agreement between the 
partners. This may be provided for in the articles of co- 
partnership by setting a time for the termination of the 
partnership. 

2. By the withdrawal of a partner. Withdrawal is a power 
of a partner, but not a right. He may be liable for the 
actual damages caused by his withdrawal. In some cases 
specific adherence to the contract of partnership may be 
compelled where adequate legal damages could not be se- 
cured for the injury caused to the partnership by the with- 
drawal. 

3. By the bankruptcy of a partner. As has been stated be- 
fore, a partner may engage in a business activity outside 
of the partnership. Lack of success in this outside venture 
may lead to bankruptcy, which would preclude his further 
participation in the risks and liabilities of the partnership. 

4. By the bankruptcy of the firm. 

5. By the death of a partner, which automatically dissolves a 
partnership. 

6. By war between nations represented by the contracting 
parties. A declaration of war automatically breaks off all 
partnership agreements between partners who are citizens 
respectively of the belligerent powers. 

7. By court decree in case of misconduct of the business, in- 
sanity of a partner, or insolvency as indicated above. 
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8. By expiry in accordance with specific provisions of the 
agreement. 


An Example of Co-Partnership Articles. The following 
partnership agreement sets forth the generally accepted 
legal form for a document of this kind. It includes a 
clause limiting the liability of one of the partners within 
the amount of his contribution. (See Article No. 5.) 


Articles of co-partnership made and entered into by and between 
Douglas L. Hunt, of Chicago, Ill.; Fremont R. McManigal, of Chi- 
cago, Ill.; Robert A. Philips, of Chicago, Ill.; and John P. Hunt, of 
Los Angeles, Calif. 


1. The above-named parties have agreed, and hereby do agree, 
to become and to be co-partners for the purpose of conducting a 
wholesale hardware business in the city of Chicago, county of Cook, 
and state of Illinois, upon the terms hereinafter set forth. 


2. The firm name shall be HUNT, McMANIGAL & COM- 
PANY; and every transaction conducted by any partner for or in 
behalf of the firm shall be in the firm name. 


8. The partnership shall begin on the second day of January in 
the year one thousand nine hundred and twenty-six (January 2, 
1926), and shall continue fifteen (15) years, ending with the thirty- 
first day of December in the year one thousand nine hundred and 
forty (December 31, 1940). 

4. The contribution of each of said partners is as follows: Doug- 
las L. Hunt has contributed the sum of two thousand dollars ($2,000) 
in cash and the use of the premises known as No. 2144 Calumet 
Avenue in said city of Chicago, to be occupied by the firm as their 
place of business. 

Fremont McManigal has contributed three thousand dollars 
($3,000) in cash, two hundred dollars ($200) in good accounts, and 
a stock of hardware valued at one thousand dollars ($1,000). 

Robert A. Philips has contributed eight thousand dollars ($8,000) 
in cash. 

John P. Hunt has contributed twenty-five thousand dollars 
($25,000) in cash. 

It is understood that only the use of said premises, No. 2144 
Calumet Avenue, is contributed by said Douglas L. Hunt, the own- 
ership to remain at all times in him; but all taxes, insurance premi- 
ums, and the repairs on said property are to be paid by the firm 
during the continuance of the partnership. 


It is further understood that if any account contributed by said 
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Fremont R. McManigal shall remain unpaid for three months after 
it is due, he shall at once substitute therefor another good account 
for the same amount with interest at the rate of six per cent (6%) 
from the time the former account was due, or shall pay a like sum 
in cash. 


The contribution of each partner shall not be increased or dimin- 
ished at any time without the consent of all of the partners. 


5. The profits of the business are to be shared in the following 
proportions: 
Douglas L. Hunt, one-eighth (1) 
Fremont R. McManigal, one-fourth (14) 
Robert A. Philips, one-eighth (44) 
John P. Hunt, one-half (14) 


Losses, if any, are to be shared equally by the said Douglas L. 
Hunt, Fremont R. McManigal, and Robert A. Philips; and none of 
the losses shall be borne by the said John P. Hunt, who is to be kept 
harmless from, and indemnified against, loss arising thru partner- 
ship liabilities, and the remaining partners hereby agree to keep him 
harmless and to indemnify him for all loss which he may sustain 
by reason of any partnership indebtedness. 


6. The said Douglas L. Hunt, Fremont R. McMarigal, and Rob- 
ert A. Philips shall each be entitled to draw seventy-five dollars ($75) 
at the end of each week. Any sums drawn by any partner shall be 
charged to him, and at any accounting shall be treated as a part 
of his share in the profits. In event of the share of the profits at any 
accounting not being equal to the amount withdrawn by any part- 
ner as above, he at once shall repay the deficiency to the firm. 


If any overdraft by any partner shall remain unpaid after it is 
due, he shall pay interest thereon at the rate of five per cent (5%) 
per annum until it is paid; and if in any time of necessity, any 
partner shall advance money for the use of the firm, he shall be 
entitled to interest thereon at the rate of five per cent (5%) per 
annum until paid. 

7. The said Douglas L. Hunt and Fremont R. McManigal shall 
devote all of their time and attention to the said business. The said 
Robert A. Philips shall devote such time as he can to the business, 
which shall not be less than four hours of each business day. 

These three partners shall have entire management of the busi- 
ness, including the employment and discharge of employes; and any 
differences among them as to the management shall be decided by a 
majority of them, and no partner shall knowingly do any act con- 
trary to a decision of such majority. 

The said Fremont R. McManigal is to have entire charge of the 
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purchases of sheet and bar stock for the firm, and the other part- 
ners shall not make any purchases of sheet or bar stock for the firm, 
except with the express consent of said Fremont R. McManigal. 


The said John P. Hunt is not to devote any time.to the business, 
nor shall he have any voice in its management, nor shall he have any 
authority to bind the firm in any rhanner, tho he may, at all times, 
give such advice as he may see fit. 


8. Each partner is to use his utmost endeavors to promote the 
interests of the firm. None of the partners shall engage in any busi- 
ness in competition with the firm, tho each partner shall be at lib- 
erty to become financially interested in any other business in any 
place, or in any similar business in any place not within one hundred 
and fifty (150) miles from said city of Chicago, provided it shall not 
interfere with any of his duties under the contract. 


Any partner making purchases from the stock of the firm shall 
pay for the same in the same manner as if he were not connected 
with the firm. 


9. Books of account, similar to those usually kept in any well- 
managed business of similar character and size, shall be kept, and 
each partner shall cause to be entered upon such books a just and 
true account of all his dealings for or on account of the firm. Such 
books shall be kept in a substantial safe at the place of business of 
the firm; and shall not be removed from the place of business with- 
out the consent of all of the partners. Each partner shall have the 
right to inspect such books at any time either in person or by agent. 


10. On the first business day in January of each year a full and 
complete inventory of the property of the partnership shall be taken, 
and a written statement of its financial condition shall be drawn 
up, and an accounting by the partners shall be had; and the profits 
or losses of the preceding year shall be then apportioned and at once 
settled. 


11. One partner, without the consent of all the others, shall not 
compromise or release debts due to the firm, except upon full pay- 
ment thereof; or engage in any unusual transaction; or engage in 
any transaction in which the amount involved exceeds five hundred 
dollars ($500); or use the name, credit, or property of the firm for 
any other than partnership purposes; or become security for any 
third person or persons; or knowingly do anything which may im- 
peril or prejudice the interests of the partnership. 

12. Upon the death of any partner the partnership shall at once 
be dissolved; or any partner can dissolve the partnership at any time 
by giving three months’ written notice to each of his co-partners of 
his intention to do so. 
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13. Upon the dissolution of the partnership prior to the thirty- 
first day of December in the year one thousand nine hundred and 
forty (December 31, 1940), by the death of a partner or by the 
withdrawal of a partner by notice, the remaining partners will be 
entitled to purchase his interest upon payment in cash of the value 
of his contribution together with six per cent (6%) interest thereon 
from the time of the last accounting to the date of payment. If the 
remaining partners cannot agree in regard to the purchase of such 
interest, it shall be sold to the partner willing to pay the highest 
sum. Upon payment, the withdrawing partner or the representative 
of the deceased partner shall execute and deliver to the purchaser 
or purchasers all necessary assignments of said interest, and the pur- 
chaser or purchasers shall succeed to the interest and right of such 
partner under this contract. If none of the partners desires to pur- 
chase such an interest within three months after the death or the 
withdrawal of a partner, and the remaining partners decide to con- 
tinue the business, the value of his interest in cash shall be paid by 
the firm to him or to his representative at once; otherwise said inter- 
est may be sold to anyone. 


14. Upon the retirement of any partner by giving notice as above 
provided, he shall not engage in any competitive business, either 
directly or indirectly as an employe, agent, stockholder, or other- 
wise, within one hundred and fifty (150) miles of said city of Chicago 
prior to the thirty-first day of December in the year one thousand 
nine hundred and forty (December 31, 1940), nor shall he at any 
time use any name in business which is the same or similar to the 
name of this partnership, or state that he is its successor; but the 
right to the use of such name shall remain with those continuing in 
the partnership. 


15. Upon the purchase of the interest of any deceased or retiring 
partner by any of the continuing partners, the purchaser or pur- 
chasers shall give a bond to hold such partner or his representative 
harmless against liability for any partnership debts existing at the 
time of such purchase, and to indemnify such partner or his repre- 
sentative for any loss resulting to him by the reason of his being 
compelled to pay any such debts. 


16. Upon final dissolution of the partnership, its property, includ- 
ing its goodwill, shall be sold, and the debts due to the firm shall be 
collected as rapidly as possible. Partnership debts shall be paid 
before anything is paid to any partner. 


17. In event of the partnership continuing after the thirty-first 
day of December of the year one thousand nine hundred and forty 
(December 31, 1940), without any new partnership agreement being 
entered imto, the terms of this agreement shall remain in force. In 
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Witness Whereof, the said parties have hereunto set their hands in 
quadruplicate on this, the thirty-first day of December in the year 
one thousand nine hundred and twenty-five. (December 31, 1925.) 


Douglas L. Hunt 
Fremont R. McManigal 
Robert A. Philips 
John P. Hunt 


Integrity in a Partnership. Because the success or fail- 
ure of a partnership depends so much on harmonious 
personal relationship between the partners, it 1s neces- 
sary that the partners have mutual confidence in each 
other. Under his rights as a partner, a man can ruin the 
firm thru obstructionist tactics or downright dishonesty. 


Two men who were conducting a grocery store as part- 
ners came face to face with a problem—the chain stores 
were gradually taking customers away from them. They 
decided to add a meat.department and thus give a more 
complete service, thinking that this would help them in 
meeting the new competition. But they were handi- 
capped by lack of funds and they were not familiar with 
the meat business. They therefore decided to take in 
a partner who thoroly understood the meat business and 
who would furnish enough capital to finance that end of 
the business. 


They finally got in touch with a man who had the 
necessary capital and who said he knew the meat busi- 
ness thoroly. Without much investigation of this man, 
they drew up articles of co-partnership in which the 
rights of the three partners were equal. Each man was 
to draw $50 a week as salary. The profits were to be 
divided equally, and the new partner was to have sole 
charge of the meat department. 


Everything went well for a while; then the new partner 
became lax in his duties. Instead of personally trying 
to develop a good business in the meat department, he 
hired a man for the purpose, but he still continued to 
draw his $50 a week. A protest by the other two mem- 
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bers of the firm merely brought the assertion that he was 
in charge of the meat department and could do as he 
pleased. 


Things drifted from bad to worse, and it wasn’t very 
long before the original partners found themselves in a 
very bad financial condition. The new man who had 
come into the partnership was unwilling to relinquish 
his interest except on his own terms, and the two original 
partners were forced to raise money with which to buy 
him out. They were then confronted with the problem 
of having a meat department which neither of them 
knew how to operate. They were out a considerable sum 
of money which had been paid the third partner as salary, 
and further they had to pay the man a premium in order 
to get him to relinquish his claim in the partnership. 


This experience illustrates two things: 


1. The necessity for a very careful examination of the moral 
as well as the business qualifications of any person to be 
taken in as a partner. 


2. The need of embodying in the articles of co-partnership 
preventive measures for every contingency which can be 
foreseen. 


THE JOINT-STOCK COMPANY 


There is another form of organization which resembles 
the partnership in some ways and the corporation in 
others. It is, therefore, a good form of organization for 
handling moderately large-scale operations that need 
more flexibility and permanency than is afforded by the 
general or limited partnership. This is the joint-stock 
company, which overcomes certain of the difficulties of 
the partnership. It stands between the partnership and 
the corporate forms of organization. 


A joint-stock company is a voluntary association of 
individuals for profit, having the capital divided 
into transferable shares; and ownership of the shares 
is the condition of membership. 
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Essential Features. These joint-stock companies are 
managed by a board of directors selected by the stock- 
holders, and they are operated under the principle of 
unlimited liability of the individual members. 


The essential features of a joint-stock company are: 


1. The capital stock is divided into transferable shares. 

2. The number of shares held determines the holder’s right to 
vote, his share in the income of the business, and his as- 
sessment for losses. 

3. The liability of the members for all the debts of the con- 
cern which are not satisfied by the assets, is unlimited. 


4, Authority is exercised by a board of directors chosen by 

the stockholders. 

The articles of association (which correspond to the 
articles of co-partnership for this form of organization) 
state the object of the company; the number and amount 
of shares and their manner of assignment; the number, 
selection, and duties of the directors; and they state, in 
general, the duties, rights, and obligations of the mem- 
bers among themselves. Most states have statute pro- 
visions governing the organization of such companies. 


The joint-stock company may exist indefinitely, as it 
is not dependent on any one individual for its existence 
or management. This feature is an important one in the 
matter of securing additional capital. 


One of the reasons why it is so difficult for many indi- 
vidual proprietorships or partnerships to obtain long- 
term loans is the fact that they are dependent on the life 
of individuals for their existence and management. The 
self-perpetuating characteristics of the joint-stock com- 
pany and of the corporation greatly reduce the difficulty 
of raising capital, particularly thru long-time loans. 


The main objection to the partnership and the pro- 
prietorship, however, is the unlimited hability of the 
proprietor and the partners. 


* * * * * 
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We have now considered the essential characteristics 
of the more simple forms of business organization; in 
the next manual we shall deal with the corporation and 
the business trust, which are more complex. 

The following check-up and Executive Problem 86 
will supply experience in applying your knowledge of 
the simpler forms of organization, about which every 
executive should be well informed. 


CHECK-UP ON PRINCIPLES 


Use this executive check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 
use, sO you need not send it in to the University. 


Check 


1. The proprietor of a grocery has developed a large | Yes| No 
business thru careful management. The business has 
expanded until he is now unable to manage it single- 
handed. Nevertheless, he refuses to delegate any 
authority. He contends that he alone should man- 
age the whole business. Is he acting in accordance 
with sound principles of organization? 





2. An individual proprietor failed in business. His 
creditors attached his automobile for his debts. The 
proprietor said that they had no right to attach his 
automobile because it was not used in his business. 
Was he right? 


3. A man with practically no business experience had 
$10,000 to invest. He wanted to enter into a part- 
nership arrangement. He had the choice of either 
a general or a limited partnership agreement. The 
possibilities of profits being equal in both cases, 
should he accept the general-partnership offer? 








4. With a definite clause in the partnership agreement 
that limits the contractual rights of a partner, would 
the partnership be responsible for a contract entered 
into by one of the partners with some third party 
in violation of this clause, but within the scope of 
the partnership? 








5. If a partnership fails, would the assets remaining 
after all debts are paid be divided in proportion to 
the investments of the partners if there were no 
clause in the partnership agreement covering this 
point? 
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CHECK-UP ON PRINCIPLES 


Oo” 





= 


. Under the co-partnership articles of Hunt, MceMani- 


gal & Company, given in the text, can Douglas L. 
Hunt sell the property at 2144 Calumet Avenue 
before the dissolution of the partnership? 





. A partnership interest was offered to a successful 


salesman who, however, lacked broad management 
training. He stated that he preferred to go in busi- 
ness for himself so he could get all the profits of his 
work. He felt sure his sales ability would assure 
him success. Did his statement show a knowledge 
of the requirements of a successful proprietorship? 


Check 


No 





A young man who had inherited a successful busi- 
ness at the death of his father, realized his own lack 
of business ability. Two plans to assure the success- 
ful operation of the business were recommended to 
him: (a) To take in an experienced partner; (b) 
To hire a competent manager. He chose the part- 
ner, because he claimed the partner would be more 
interested in the business. Was this taking the right 
“Jong time” view of the question? 





A credit man was called upon to pass a large bill of 
goods sold to a partnership on credit. The financial 
status of the partnership was poor. The credit man 
passed the bill of goods because, as he said, one of 
the partners was wealthy. Was this fact enough 
information on which to pass the bill? 


A joint-stock company was granted an unusual 
amount of credit. Some of the stockholders were 
wealthy men. Owing to bad management the com- 
pany failed. Should the creditors be doubtful about 
getting their money? 
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Executive Problem 86 


PARTNERSHIP RESPONSIBILITIES 


An Examination of What Partnerships Mean 


UNDER THE LASALLE Proptem MeEtHop 


ANY words in popular use whose mean- 

ing is perfectly clear cannot be defined 

eashy; this difficulty exists with “partnership.” 

It seems impossible to define the term concisely. 

And it is often almost as difficult to determine 

whether or not a partnership has, in fact, been 
formed. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed. 
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Executive Problem 8&6 
PARTNERSHIP RESPONSIBILITIES 


It is very easy to form a partnership, far easier than 
many business men suppose—as some have found to 
their cost. This is illustrated in the business relations 
of R. G. Hale and Simon Hodges. 


Hodges was an insurance agent. He did a little real 
estate business on the side, in the way of handling the 
rental and management of a few apartments. Among 
the properties which he was handling were two apart- 
ments owned by O. L. Rogers, a friend who had some 
means and who had until recently lived in Metropolis, 
the city where Hodges was in business. Rogers owned a 
block of vacant property on the outskirts of Metropolis; 
now that he was no longer a resident there, he was rather 
anxious to dispose of it, and offered it to certain parties 
for $5,000 more than the property had cost him. At 
this time he wrote his friend Hodges, telling of the propo- 
sition he had made and saying further that he had told 
these parties to “look you up if they needed a real estate 
man to show them the property.” Hodges never heard 
from them, however. 


Hodges became sufficiently interested in the property 
to go out to see it. He found that developments were 
pending in the vicinity which would enhance its value 
materially. He told his uncle, R. G. Hale, about the 
property, suggesting that it could be bought at a low 
price and held for what seemed to be sure and prompt 
profits. Hale was a man of means and a conservative 
buyer who prided himself on knowing real estate values. 
He turned the proposition down with scant ceremony. 
Two or three days later, however, Hodges received a 
letter from him reading: 


4] 
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Dear Nephew: 

Since you saw me I have heard more about that Riverside Ave- 
hue property which Rogers owns. If he hasn’t sold it to those 
Waynesboro parties, can’t we get it and handle it in some way to 
make some money out of it? If not too late don’t let him sell it 
to those people for a song for if we can get it at that price | think 
we can make some good easy money out of it. I think I can find 
buyers for it soon. 

Yours truly, 
R. G. Hale. 


Hodges did not reply in writing, but phoned his uncle that he 
would wire Rogers and ask whether the property had been sold. 
After hearing from Rogers that the property was still on the market, 
he got Hale to agree to offer Rogers a price which would give the 
latter a $10,000 profit. He then went to see Rogers, and after some 
dickering the property was purchased at that price. During the dis- 
cussion Rogers asked Hodges how much commission he expected, 
and Hodges replied, “I’m not expecting a commission from you. I’m 
working against you. I’m buying this property for myself.” Title 
to the property was taken in Hale’s name, and he alone furnished 
the money necessary to swing the transaction. 

On his return to Metropolis, Hodges busied himself in finding a 
buyer for the property. He soon succeeded in getting an offer which 
showed a $45,000 profit over the price that Rogers had received. 
This offer seemed good both to Hodges and to Hale. The latter 
transferred his title to the property and received the entire price. 

Thereupon Hodges demanded from Hale a partnership division 
of the profits, under which he claimed $22,500 and half the expenses 
which he had incurred. Hale expressed great surprise that Hodges 
considered the transaction as a joint adventure, and countered by 
offering $6,000 as “a big commission on a deal which went thru so 
easily.’ Hodges refused this and took the matter up in the courts. 
After much legal skirmishing and two expensive court battles, the 
matter reached the supreme court of the state, where a unanimous 
decision was handed down that Hale and Hodges had in fact entered 
into a special partnership or, as it is often called, a joint adventure, 
with respect to this transaction. 


In your working papers we will consider very simple means by 
which this expensive litigation might have been avoided. 
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CORPORATIONS AND BUSINESS TRUSTS 
Part 


THE CoRPORATE ORGANIZATION 


HE corporate form of organization is prevalent 

among business concerns. It meets the need for 

perpetuating the life of a business, for flexibility in 
expanding and financing a business, and for limiting the 
lability of ownership in a business. 


With the development of larger and larger business 
concerns came the need for a more convenient method of 
uniting in one business the capital possessed by large 
numbers of individuals. Also there came the need for a 
form of organization that would permit the profitable use 
of capital belonging to those who either did not care to 
assume managerial responsibilities in the business or did 
not have the ability to assume any such responsibilities. 

An outstanding advantage of the corporation is that 
it facilitates the gathering and profitable use of 
vast amounts of capital for use in a single business 
enterprise. 

Corporate organization affords opportunity to unite 
money and men in a way that shifts the direct responsi- 
bility for earning profits from those who possess capital 
to those who can use the capital most profitably. Thus 
this form of organization opens up important positions 
in business for those who are well trained in business 
management, but who may possess little or no capital. 
At the same time, it makes possible the gradual purchase 
of an ownership interest in the business on the part of 
both executive and nonexecutive workers in the business; 
so that, in the long run, both ownership and managerial 
control of a corporation tends to become centered in the 
hands of men who are best qualified to direct the activi- 
ties of the business. 
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Legal Definitions of Corporation. Fully recognizing the 
fundamental advantages of the corporate form of or- 
ganization, as just set forth, let us first make sure that 
we know what a corporation is in the eye of the law; 
then we shall consider the various kinds of corporate 
organizations. Looking at it from the standpoint of 
law— 

A corporation is an artificial person created for pre- 
serving in perpetual succession certain rights and 
powers which, if conferred on natural persons, would 
fail in the process of time. 

Chief Justice Marshall, in the classic Dartmouth Col- 
lege case, defines a corporation.as “an artificial being, 
invisible, intangible, and existing only in contemplation 
of law.” 

Those two definitions contain the: essence of many 
longer definitions. The central idea is that a corporation 
is an artificial personality or “legal entity”—a thing en- 
tirely separate from the persons connected with it. 


The separation of stockholders from the corporate en- 
tity is shown in some of the legal powers of a corporation. 
A corporation is a legal entity that can sue and be sued 
in its own name. It can also hold property in its own 
name. A partnership can do neither of these things as a 
partnership apart from the individual persons who com- 
pose the partnership. 


This impersonal conception of the corporation has been 
the cause, to some extent, of the common assumption that 
a corporation is a soulless thing, without the personal and 
individual responsibilities that characterize a proprietor- 
ship or a partnership. The more recent legal decisions, 
however, tend to recognize the real relation between a 
corporation and the persons connected with it. The ten- 
dency at the present time is to go beyond the artificial 
personality of the corporate entity and to make the own- 
ers and managers responsible in many instances for the 
acts of the corporation. 
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The Corporation’s Inception. Unlike a partnership, 
which is formed by the mutual consent or agreement of 
the parties, the corporation is created by the state, and 
is commonly said to be “a creature of the state.” 

A corporation can only be formed thru the formal 
action of some duly authorized political body, such 
as one of the states in the United States. 

Since a corporation is created by the state, it there- 
fore possesses only those powers with which it has been 
endowed by the state. The constitution and laws of a 
state, together with the charter of the corporation as 
granted by the state, serve to define the corporate pow- 
ers. Contracts made on matters that are outside the 
scope of powers granted in the corporate charter, cannot 
be enforced at law, as fully explained in Executive Man- 
ual 93, where we shall begin our study of the legal prob- 
lems and principles with which every executive should 
be familiar. 

The four most important characteristics and powers of 
a corporation are: 

Limited liability of the stockholders. 
Continued existence of the corporate life. 


Transferable shares in the ownership. 
Centralized control of the business. 


He COD 


Let us get well acquainted with these four fundamental 
elements in the corporate form of organization, so that 
we shall be better able to determine in any case whether 
this form of organization is most desirable. 


Limited Liability of a Corporation. In the corporation 
as 1t now exists in most jurisdictions, liability for debts 
due creditors is by law placed upon the business enter- 
prise which the corporation owns rather than upon the 
individuals who compose the corporation. The individ- 
ual investor in the capital stock of a corporation is con- 
sequently relieved of personal liability beyond the extent 
of his actual investment. In case the corporation fails in 
business, he can lose no more than the money he has in- 
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vested. His other possessions are not jeopardized as in 
the case of a partnership. 
Limited liability is an important factor in causing 
the capital stock of corporations to be regarded 
favorably as an investment. 

In the preceding manual we saw how unlimited per- 
sonal liability is attached to the individual proprietor- 
ship, to all except limited partners in a partnership, and 
to the holders of stock in a joint stock company. This 
element of personal liability causes many conservative 
investors to avoid putting their money into these types 
of business enterprise, even tho the success of the busi- 
ness may be apparently well fortified. 

As previously intimated, the principle of the limited 
liability of the owners of a business is applied by the 
recognition, in law, of a corporate personality separate 
from the persons who hold the capital stock of a corpora- 
tion. To conceive of the corporation as a separate entity 
in itself, we must lose sight of the persons who manage 
or own the stock of the corporation. 

This legally established conception ot a corporation 
makes this form of organization attractive to inves- 
tors—makes possible the gathering of very large 
amounts of capital from a large number of investors. 

In the early days of corporations, there was consider- 
able resistance to the idea of granting limited liability of 
stockholders. The contention was that the credit of cor- 
porations would be limited, owing to this feature. But 
this fear, as we know, was unwarranted. As a matter of 
fact, there are good reasons for the granting of the limited 
liability to investors in corporations. 

As already stated, in case of the failure of a corpora- 
tion, the burden of debt is placed upon the business itself 
rather than on the individuals and other business enter- 
prises in which the individual stockholders may have 
invested some of their funds. This tends to cause cor- 
porations to be zealous in building up financial strength 
and soundness of the kind that makes possible a good 
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credit standing. In other words, the feature of limited 
liability tends to cause the business enterprise to be man- 
aged more carefully. 


Those who sell goods to a partnership are often glad 
to extend credit far beyond the point which the business 
of the firm justifies, especially in cases of probable bank- 
ruptcy, knowing that they can collect from some of the 
wealthy members of the partnership. Those, however, 
who sell to a corporation know that the corporate prop- 
erty alone is liable for the debt, and hence discretion is 
used in extending credit to corporations. Thus the cor- 
porate form of organization tends to discourage unwise 
grants of credit which are often a prime cause of business 
failure. 


The Perpetual Existence of a Corporation. Individuals 
die, partnerships are terminated by agreement or are dis- 
solved for many unforeseen reasons; but corporations 
may live on indefinitely regardless of deaths or changes 
among the stockholders. When an individual proprietor 
dies, his business, of course, may be taken over by his 
heirs, and thus continued. In many cases, however, the 
proprietor’s business is not continued after his death, ow- 
ing to the difficulty of finding anyone who has the money 
and the inclination to buy the business, as well as the 
qualifications and additional capital necessary for profit- 
ably continuing the business. 

When a partnership is dissolved, some of the partners 
may desire to continue the business, and they, together 
with other men, may form a new partnership for the pur- 
pose of continuing the same business enterprise. But, as 
pointed out in the previous manual, it is difficult to find 
a group of men who can work together harmoniously in 
the intimate relationship which a partnership demands. 
It may be hard to find a person who is willing and able 
to shoulder the responsibilities of a former partner. Thus, 
as pointed out in Executive Manual 86— 

One of the chief objections to the individual pro- 
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prietorship and the partnership form of organization 
is the essentially temporary nature of their existence. 

The corporation, however, does not have this weak- 
ness, because it is formed “for preserving in perpetual 
succession” the rights and powers which otherwise would 
terminate upon the death of the individuals to whom 
they belong. In the corporate form of organization, these 
rights are perpetuated simply by transferring from one 
person to another the ownership of fractional inter- 
ests in the business, called shares, which carry with them 
the right to share in the profits. These rights are repre- 
sented by stock certificates, which may be transferred 
from one person to another without affecting the conduct 
of the business. But where changes in the ownership of 
the common stock of a corporation effect changes in man- 
agerial control of the business, then, of course, the trans- 
fer of stock may indirectly affect the life of the corpora- 
tion—should the new management sooner or later plunge 
the business into bankruptcy. 


How the Life of a Corporation May Be Terminated. Some 
states limit the duration of the corporation’s charter to 
a certain period, such as twenty, fifty, or ninety years. 
This is particularly true of corporations whose business 
is closely linked with public welfare, as in the case of 
banks and public utilities such as telephone companies 
and gas and light companies. Unless the charter of a 
corporation or the constitution and laws of the state 
under which it is issued lhmit the life of the charter or 
expressly reserve the right to repeal or amend the char- 
ter, the duration of the corporation is perpetual. <A cor- 
poration, however, may be dissolved involuntarily as an 
aftermath of insolvency, or it may be terminated in any 
one of the following ways: 


Voluntary dissolution upon a vote of the stockholders. 
Expiration of the term for which the charter is granted. 
Forfeiture of the charter to the state for misuse, nonuse, 
or abuse of its power, or for failure to comply with cer- 
tain laws of the state. 
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The life of a corporation is not affected by the dissatis- 
faction, the financial embarrassment, or the death or 
retirement of any of its stockholders. A corporation is 
free from the risks of termination that apply to a pro- 
prietorship or partnership. This is one of the great 
advantages of the corporate form of organization. Being 
an impersonal entity, it lives on even under complete 
changes in the ownership of its stock—unless it is termi- 
nated by one of the four ways just cited. 


The Advantages of Transferable Shares. The shares of 
a corporation are the personal property of those who own 
them. They may be sold at any time without affecting 
the corporate existence. To facilitate their sale, shares of 
corporate stock are usually divided into units of small 
value. In starting a new corporation, the unit of value 
of the shares sold is fixed to be convenient for the class 
of investors to whom the organizers decide to direct their 
appeal for capital. Usually the par value of shares is a 
hundred dollars or less, thus making it possible for indi- 
viduals to invest very small amounts in the company. 


In this ability to issue ownership shares in small 
amounts, a corporation has a striking advantage over the 
individual proprietorship and the partnership. <A pro- 
prietor, of course, cannot divide ownership of his business 
into small shares and thus raise capital. To do that he 
must incorporate his business. Likewise the partnership. 
One of the strongest reasons why the corporate form of 
organization came into existence is the fact that it enables 
a business to employ capital supplied by a large number 
of small investors. 


Many small investors are willing to buy corporation 
stocks because they can so easily transfer their shares to 
others in case they want to withdraw their money and put 
it to other uses or into the shares of other companies. 


The fact that corporation shares are readily trans- 
ferable makes of them an effective means of attract- 
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ing a large amount of capital supplied by many 
people. 

Thus the corporate form of organization is desirable 
in cases where a large amount of capital is required in 
developing the business. Furthermore, the large number 
of those who thus have an ownership interest in the busi- 
ness does not handicap the management of the business. 


Centralized Control of Management. In a corporation 
the management is in the hands of officers usually 
selected by a board of directors elected by the stock- 
holders, altho in some states the law requires that cer- 
tain officers of the corporation be elected by the stock- 
holders. But otherwise a stockholder ordinarily takes no 
active part in the management unless he is one of the 
officers of the company or is on the board of directors. 
Ownership and management may be entirely separate. 


From the standpoint of managerial control, the cor- 
poration is not essentially different from an individual 
proprietorship. Its control is centered in one organic 
unit, the Board of Directors, who are chosen by the stock- 
holders to represent the corporation and to appoint man- 
aging officers. 

But the management of a corporation differs from the 
management of a partnership, in which all the partners 
are managers and usually take active part in the man- 
agement. Altho the general management of a partner- 
ship may be intrusted to one of the partners, this 
arrangement is the exception and not the rule. In a 
partnership, the general managerial efficiency is usually 
determined by the combined business abilities of all of 
the partners. But in a corporation, the stockholders are 
required by law to select a few of their number to take 
active charge of the business and to direct its policies. 

While it is true that men of little business ability are 
sometimes elected to act as directors, these cases are rare. 
Directors of corporations are usually men of high busi- 
ness ability. 
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Thru centralized control of management, a corporation 
has, like an individual proprietorship, the advantage of 
promptness of action and ability to meet emergencies. It 
has even greater advantages than the partnership with 
respect to collective judgment. 

A detailed analysis of the problem of managing a cor- 
poration will be presented in the next part of this manual. 
Let us first become familiar with the various kinds or 
classes of corporations. 


Classes of Corporations. A corporation is usually classi- 
fied according to the nature of the activities in which it is 
engaged. Following are five classes into which corpora- 
tions may be divided: 

The municipal corporation. 
The public-service corporation. 
Financial corporations. 
Business corporations. 
Eleemosynary corporations. 
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The Municipal Corporation. The municipal corporation 
is a governmental body organized for the purpose of car- 
rying on certain political and business functions. Cities, 
villages, tax districts, and other political subdivisions find 
it advisable from an administrative point of view, to 
adopt corporate organization, which gives them perpetual 
existence and centralized government. Such corporations 
can make contracts within the limits of their charter 
powers, sue and be sued in their corporate name, just as 
any other class of corporations. 

The municipal corporation, however, lacks one of the 
ordinary characteristics of the corporate organization, in 
that a citizen cannot sell his citizenship and thus dispose 
of his share of the city property. When he leaves the 
domain of the corporation he relinquishes all rights to the 
city’s assets which, by the payment of taxes, he has 
helped to accumulate. There are other interesting pecu- 
liarities of this type of corporation, but they are not of 
any real significance in business management. The main 
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point to remember is that the property of individual citi- 
zens of an incorporated village or town is not subject to 
seizure for satisfying the debts of the corporation. 


The Public-Service Corporation. Public-service corpora- 
tions include railroads, gas companies, electric-light com- 
panies, street railways, telephone and telegraph com- 
panies, central heating companies, and the like. The 
characteristic feature of public-service corporations is 
that they hold franchises entitling them to the use of 
public lands or property as their own. They do not dif- 
fer from an ordinary business corporation in so far as 
organic structure is concerned. There are some cases in 
which the public-service corporation owns in its own right 
all the property and lands which it uses. 

A comparatively recent development is legislative con- 
trol which affects in many ways the operation and man- 
agement of public-service corporations. Most of these 
corporations are now under the control of public-service 
commissions, which are political bodies either elected or 
appointed. They prescribe limitations of activity and 
give rulings on the rates of income receivable for the 
service which the corporation renders. These public- 
service commissions also serve as central bodies for unify- 
ing cost systems, accounting systems, and other means 
whereby the regulation of the corporations under their 
control may be standardized. 


Financial Corporaticns. The group of financial corpora- 
tions include banks, trust companies, and insurance com- 
panies, which are regulated under special legal provisions, 
such as the legal reserve requirements of banks and the 
double liability of the holders of bank stock. In addition 
to the special legal requirements, these corporations are 
under strict governmental supervision. The Federal 
Government, for example, periodically inspects the con- 
dition of national banks. 


These financial corporations, beeause of their close rela- 
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tion to general public welfare, are considered to be subject 
to control by the general public, thru governmental 
agencies, under the same principle as that applied in con- 
trolling public utilities. 

The transactions of banks and insurance companies as 
a whole may so vitally affect general business conditions 
that governmental control of them is really necessary as 
a means of insuring more stable economic conditions in 
the country. 


Business Corporations. Private business corporations 
are those engaged in ordinary business functions, such as 
manufacturing and mercantile activities. This kind of 
corporation receives a minimum of governmental super- 
vision and control. 


Many thousands of business concerns are to-day organ- 
ized as corporations. It is now the rule rather than the 
exception for a new business to be started as a corpora- 
tion. At one time, only the larger businesses were in- 
corporated; but now we find many small companies 
incorporated. The procedure in starting a new corpora- 
tion will be treated in the next manual 

Manufacturing plants, mines, quarries, wholesale and 
retail houses, and so on, are, strictly speaking, purely 
business corporations. Banks and trust companies and 
many public utilities are also, of course, in business for 
profit, and are therefore often classed as business corpora- 
tions. But for practical purposes, we can limit “business 
corporations” to those that are least subject to public 
control. It is the incorporated factory or mine or mer- 
cantile house that we shall mainly consider when we 
analyze corporation management in Part II of this execu- 
tive manual. 


Eleemosynary Corporations. The church, the lodge, the 
hospital, and the university are examples of social or 
eleemosynary corporations. In all of these organizations, 
if incorporated, the liability of the individual member is 
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limited to his investment, and the organization is per- 
petuated by the initiation of new members. Like a mu- 
nicipal corporation, the member loses his right of a share 
in the common property of the organization when he 
withdraws his membership. He cannot sell his interest 
in the corporation. 


Classifying Corporations for Investment Purposes. The 
person with money to invest in corporations should un- 
derstand the differences between various classes of cor- 
porations, with respect to those matters which must be 
considered in choosing the kind of investment he desires. 
For this purpose, corporations are usually classified as 
follows: 

Municipal corporations. 

Financial corporations. 

Industrial corporations. 

Service corporations, such as advertising agencies. 
Public utilities. 

Extractive corporations, such as mining and oil. 
Mercantile corporations. 

Transportation corporations. 

Companies incorporated in foreign countries. 

Each of these classes of corporations is different from 
the others from the viewpoint of an investor. They vary 
with respect to stability of earnings, security offered, the 
possibility of high returns on the investment, and so on. 

Post-War conditions in Europe necessitated the at- 
tempt by companies incorporated in foreign countries to 
raise money in the United States, and a large amount of 
American capital has been invested in the stocks and 
bonds of foreign companies. The volume of these in- 
vestments now warrants the listing of many foreign 
issues of securities on the various exchanges, and the 
amount of trading in this type of investment is rapidly 
growing in the United States. 


The Advantages of Corporations Summarized. In sum- 
marizing the advantages of the corporate form of organi- 
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zation, as compared with the proprietorship and the 
partnership forms of organization, we should emphasize 
the limited liability of the individual stockholders, the 
permanence of the corporate existence, the transferabil- 
ity of rights in a corporation, and centralized control by 
a board of directors chosen by the stockholders. 


Then, from the viewpoint of general economic welfare, 
the corporation affords to a large number of people the 
opportunity to invest small amounts of money in a large 
and substantial business enterprise—which makes possi- 
ble, where necessary, the gathering of large quantities of 
capital; that is, larger quantities than are ordinarily 
available in a proprietorship or a partnership. The man 
or men who possess something of commercial value, such 
as a patent on a device that meets a real need, can most 
readily find capital with which to start a business, under 
the corporate form of organization. They can do this 
and retain managerial control of the business, and have 
for themselves a fair ownership interest in the business, 
usually better than they can do it under the partnership 
plan. 

Flexibility in its supply of capital is another decided 
advantage. A corporation can have more nearly the exact 
amount of capital required in running the business than 
in the case of a proprietorship or partnership. Thru re- 
capitalization and the issuing of more stock, it can more 
readily take care of the need for more capital, arising 
from the expansion of the business. 


As previously stated, very large amounts of capital 
may be accumulated by a corporation—large enough to 
effect important consolidations of separate business units 
within an industry, such as mergers of railroads, con- 
solidations of coal mines, or oil-producing companies, etc. 
Such consolidations are in many instances the means of 
securing important operating economies that are of con- 
siderable value to the general public. They will be 
treated in Part III of this manual. 
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The Disadvantages of Corporate Organization. First 
among the few disadvantages of the corporation is the 
matter of cost arising from certain payments required by 
the state in which the business is incorporated. Fees 
payable for the privilege of incorporating vary with the 
amount of capitalization. In some states there is also a 
yearly license fee which must be paid if the corporation 
is to continue its existence. Some states also have a spe- 
cial form of taxation for corporations which compares 
very unfavorably with taxes on other forms of business 
enterprises. While these fees, charges, and taxes may 
be a relatively slight burden on some of the larger and 
stronger corporations, they are often a real burden on 
the smaller and weaker companies, particularly so in the 
early stages of their development. 


A second disadvantage is the Federal income tax 
which, since 1909, either in the form of a franchise tax or 
in the form of a direct income tax, has been regularly 
imposed by Congress for Federal tax purposes. 


Another disadvantage is the necessity of making pe- 
riodical reports to state officials as to the financial con- 
ditions and other affairs of a corporation. Preparing 
these detailed reports is often a considerable expense, 
especially so where the time for submitting the report 
and the end of the corporation’s fiscal year are different. 
Furthermore, these reports interfere with the privacy of 
many company matters which, in a proprietorship or .a 
partnership, can be kept confidential. 


In some cases, where the management of a corporation 
is composed of persons who do not have an ‘ownership 
interest in the business, there is not as much incentive to 
effort and efficiency as in the other forms of organization. 
But this objection to the corporate form of organization 
is theoretical rather than real, because good management 
can be employed. It is true, however, that managers who 
draw dividends as well as salaries are, other things equal, 
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more likely to give their very best to the business than 
are managers who draw only a fixed salary. 

Usually, the managers of corporations do have an 
ownership interest in the business. Many of them have 
a controlling interest. And to-day even the day laborers 
in many companies own stock in the business. Only the 
corporate form of organization—and the business trust 
(to be explained in Part III)—lends itself to the spread 
of an actual ownership interest among the rank and file 
of workers. 

Such are the principal advantages and disadvantages 
of corporate organization. Let us next briefly analyze 
the problem of corporate management in relation to cor- 
porate organization. 


CORPORATIONS AND BUSINESS TRUSTS 
Partelt 


ORGANIZING CorPORATE MANAGEMENT 


N EXECUTIVE Manual 8, where we covered organi- 
| zation in general, we found that there are three 
fundamental activities in the work of organizing the 
personnel of a business: 
1. Division or responsibility. 
2. Delegation of responsibility. 
3. Delegation of authority. 
Let us see how these three organizing steps are taken 
in the corporate form of organization. 


Division and Delegation of Responsibility. Theoretically 
the final or ultimate responsibility for the successful man- 
agement of a corporation rests in the hands of the stock- 
holders. They delegate general managerial responsibility 
and authority to a board of directors, which in turn dele- 
gates more specific responsibilities and authority to offi- 
cers who are directly active in managing the company. 
These officers, in turn, divide and delegate responsibility 
and authority to department heads and other executives 
who assign detail activities to others over whom they, in 
turn, are given authority. The men on the board of 
directors will continue to serve in that capacity only so 
long as they are selected by the stockholders. The impor- 
tant matter of voting rights will be fully treated later on. 

The board of directors, being responsible to the stock- 
holders for the successful management of the corporation, 
aims to select as officers to fill the major executive posi- 
tions in the business those who will most likely succeed 
in giving the business good management. Usually, tho 
not necessarily, the directors are men who have a sub- 
stantial stock ownership, and, for that reason primarily, 
desire to have as good management as possible for the 
business. 
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Delegation of Authority. As in the case of responsibil- 
ity, the delegation of authority also has its source in the 
voting power of the stockholders. While the stockholders 
retain certain authoritative rights, such as that of au- 
thorizing stock issues and other major financial opera- 
tions, their authority is otherwise actually vested in the 
board of directors and, by them, delegated to the officers 
of the business, for— 


Authority to make important decisions must be 
placed where there is full capability for making these 
decisions without undue delay. 


In corporate organization, authority quite naturally 
falls into three degrees or levels, as follows: 


Stockholders 
Directors 


President 


General Manager 


General Exccutive Staff 


Level 2 Departmental Managers 


Supervisors or Foremen 





Level 3 ail Workers. 


The personnel of Level 1 is primarily concerned with 
formulating and determining the broad policies of the 
business. The personnel of Level 2 handles the adminis- 
tration of the broad policies, including the building of an 
organization to carry out these policies. Also in Level 2 
the minor policies of management are formulated, and 
the executives in this group really assume the active 
management of the corporation. Workers on Level 3 
are concerned with routine activities. The line of author- 
ity follows the arrows as shown in the diagram above. 


The By-Laws of a Corporation. The by-laws of a cor- 
poration are a set of rules or regulations, usually adopted 
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by majority vote of the stockholders, designed to regulate 
the internal government of the business or the govern- 
ment of its officers and major executives in managing the 
business, among themselves. For example, the by-laws 
set forth the officers that the corporation shall have, and 
how they shall be elected or appointed. 


In most states, the statutes governing corporations re- 
quire at least three officers—a president, a secretary, and 
a treasurer. The officers are elected or appointed by 
either the directors or stockholders, as provided for in the 
by-laws. (Essential matters to be covered in the by-laws 
of a corporation, other than the duties of officers, will be 
considered in Executive Manual 88.) 


The number of the officers of a corporation is governed 
by its size, as well as by the legal requirements of the 
state in which incorporation is secured. Usually we find 
in a large corporation the following organization: 


Board of directors. 
Chairman of the board. 
President. 

One or more vice presidents. 
Secretary. 

Treasurer. 

Comptroller. 

Auditor 
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Let us make sure that we understand the general scope 
of authority and the activities of each of these factors in 
corporate organization. 


The Board of Directors. All states require that every 
business corporation have a board of directors. The 
number of directors to be elected is designated in the 
articles of incorporation or in the by-laws; also the 
method of their election, their qualifications, and the 
term of office they shall serve. 

Some large corporations find it advisable to appoint 
committees chosen from the board of directors to con- 
duct the affairs of the corporation while the board is not 
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actually in session, This method assures the continual 
presence of responsible representatives of the board of 
directors, who are empowered to make certain decisions 
pending the assembly of the full board. 


These committees also prepare plans for the considera- 
tion of the board, and they generally supervise the execu- 
tion of plans or policies formulated by the board of 
directors. 

The committee system is a method of overcoming the 
difficulties caused by having a large board of direct- 
ors who may live a considerable distance from each 
other. 

The committee system assures the stockholders of ade- 
quate resident representation in the conduct of the affairs 
of the corporation. 


The Chairman of the Board. The office of chairman of 
the board of directors is usually occupied by a man of 
mature judgment who has ability and experience which 
enable him to conduct the most important negotiations 
of the business. In corporations where this position is 
established, the chairman of the board usually assumes 
some of the more important duties of the president. He 
presides at the meetings of the board of directors. 

In many cases the position of chairman of the board is 
occupied by a former president who has been relieved of 
some of the active duties of that office. The chairman of 
the board is usually consulted by the officers of the busi- 
ness on questions of policy and on all matters which may 
be of sufficient importance to bring before the board of 
directors. 


The President of a Corporation. The president of a cor- 
poration, as the name signifies, is ordinarily the chief 
executive officer of the business, responsible to the stock- 
holders and directors. If there is no chairman of the 
board, the president is charged with the duties of inaug- 
urating the policies for the corporation as a whole in its 
contacts with other organizations. He also initiates the 


20 CORPORATIONS AND BUSINESS TRUSTS 


administrative policies within the corporation. If there 
is a chairman of the board, the president usually confines 
his activities to the internal management of the corpora- 
tion, and leaves the outside contacts and policies affect- 
ing general relations with the public to the chairman of 
the board. 

The president is generally authorized to sign all stock 
certificates, all important contracts, all deeds, and such 
other papers as are deemed of sufficient importance to 
need the approval of the chief executive. He meets the 
requirements expressed in the principle that— 


Every organization should have some one official di- 
rectly responsible for the successful operation of the 
business, who is equipped with the necessary knowl- 
edge and authority to formulate broad policies of 
management. 


The Vice President. The vice president of a small cor- 
poration usually has merely nominal duties. The need 
for someone to step into the president’s place in an emer- 
gency is the chief reason for the creation of this office. 
In a large corporation, however, a vice president usually 
acts as head of an important department, and actually 
assumes the full responsibility for its operation. Such 
titles as “Vice President in Charge of Sales” or “in Charge 
of Production” are now commonly found in large cor- 
porations. 

This assignment of a vice president to the duty of 
actually managing a department of the business has 
worked out very well in practice. The added dignity of 
the title of vice president often lends a certain prestige 
to the holder of it, and is often helpful to this officer in 
his outside contacts. Moreover, he is thus able to add 
materially to the qualifications which he may later need 
as president, thru everyday experience with executive 
problems. 

The following chart shows the relative positions of the 
+ice presidents in a large oil company: 


ORGANIZING CORPORATE MANAGEMENT 21 


Vice President Vice President 
in charge of in charge of 
Production and Pipe Lines and 


Vice President Vice President 
in charge of in charge of 


Development Transportation Refineries Lands and Leases 


Vice President Vice President General 
Secretary in charge of in charge of Comat 
Finance Sales 


The Secretary. The secretary is an indispensable officer 
of a corporation, and the corporation laws require the 
appointment of this officer. He is charged with keeping 
the minutes of the meetings of the board of directors and 
of stockholders’ meetings. He and the president sign all 
contracts authorized by the board of directors or its com- 
mittees, and he affixes the corporation seal to them. 

The secretary of a corporation has charge of the capi- 
tal stock ledgers, the transfer and certificate books, and 
such other records as the board of directors may require 
him to keep; and he must keep certain records open for 
inspection by authorized persons during business hours. 

In the absence of a special officer responsible for lands 
and leases, the secretary, inasmuch as he has charge of 
the important documents relative to leases of property, 
may also act as superintendent of buildings and property. 


The Treasurer. The functions of the treasurer of a cor- 
poration vary with the size of the corporation. In a large 
corporation, the treasurer is usually in direct charge only 
of certain major financial functions. In the small cor- 
poration, he may serve as credit or office manager, or 
both, as well as treasurer. 

In general practice, the treasurer is responsible for, and 
has oversight of, all the moneys and securities of the cor- 
poration. He has his own set of books relating to these 
moneys and securities and in some cases has entire charge 
of the books of the company. Ordinarily certain papers 
and documents of an important financial character re- 
quire his signature, such as bills of exchange, notes, etc. 
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He is also authorized to sign checks, either alone or in 
conjunction with some other officer of the company. The 
fact that the treasurer has the right to disburse funds and 
exercise general control over the moneys of the corpora- 
tion makes a fidelity or surety bond necessary for this 
officer. 

The safeguarding of the company’s cash is, however, 
but one of the financial responsibilities for which provi- 
sion must be made. In large corporations, the magnitude 
of the transactions requires the services of a man com- 
petent to plan and negotiate large financial operations, 
to exercise general control over income, expense, and 
funds, and to furnish informative and instructive statis- 
tics to the corporate officials, the general management, 
and to executives generally. This general supervision 
over all financial matters usually falls to the treasurer. 
In some cases, however, the by-laws assign this responsi- 
bility to a vice president in charge of finances, as shown 
in the organization chart below, to a financial committee 
of the board of directors, or to an executive with the title 
of comptroller. 

Vice President 


in charge of 
Finance 


Treasurer 
Asst. Treasurer 


Fost. Credit Migr 
Asst. Cashier 





The Comptroller. It is impossible to give a general 
definition of the duties of a comptroller, since these differ 
much in different organizations In some cases, as has 
just been suggested, he is the principal financial execu- 
tive, reporting to the board of directors. In such eases, 
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the treasurer is primarily concerned with collections and 
disbursements of cash, and works under general financial 
plans which the comptroller has made. 


In other cases, the comptroller works under the treas- 
urer, being responsible for the internal financial details, 
the accounting, the statistics, the budget, and the like. 
In still other cases, both the treasurer and the comptroller 
report direct to the president or to the board of direcctors. 


The Auditor. Altho there is no uniformity in distin- 
guishing between the functions of a general auditor and 
a comptroller, many large organizations which have both 
these executives give to the auditor the duty of seeing 
that the funds and property of the corporation have been 
properly handled and accounted for. The auditor’s func- 
tion is mainly that of checking up the past use of funds. 

Whereas the comptroller anticipates future financial 
requirements and the treasurer is the custodian of 
present funds, the auditor makes sure that there has 
been correct accounting of all financial transactions. 

The auditor with his assistants usually plans the ac- 
counting and auditing systems and procedure for the 
organization. The complexity of modern business de- 
mands that someone be given the responsibility of stand- 
ardizing and unifying accounting procedure within an 
organization. 

This need for unified control is emphasized by the con- 
dition which obtains in some large corporations of. highly 
departmentalized organization. Otherwise, there would 
very likely be much duplication of effort; also there 
would likely be the keeping, by individual departments, 
of records which would not fit into the corporation’s 
record system as a whole. Such difficulties and duplica- 
tions are obviated by strong centralized control and co- 
ordination of accounting and auditing procedure. 


Control by Stockholders. Inasmuch as the directors are 
elected by the stockholders, the law looks to the stock- 
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holders to exercise their power of making any necessary 
or desirable changes in the company’s directorate. But 
in the event that the stockholders’ voting power is con- 
trolled within the board of directors and the remainder of 
the stockholders are powerless, the courts will step in and 
assure the minority stockholders of their legal rights. 


The will of the stockholders is expressed by means of 
their vote. It is not to be inferred, however, that all 
stockholders have the power of voting. Some issues of 
corporation stock in some companies do not carry the 
voting privilege; and some classes of stock carry the 
privilege of voting only on certain questions, usually on 
questions which affect the particular stock issue in its 
relation to other issues of stocks or bonds in the com- 
pany’s capitalization. If, for example, it is proposed to 
increase the amount of the preferred stock of a corpora- 
tion, this would affect the value of the preferred stock 
already outstanding; the present preferred stockholders 
would naturally be opposed to a further issue of pre- 
ferred stock which would lower the security of their hold- 
ings—unless there were adequate compensating advan- 
tages. If the outstanding preferred stock carried no vot- 
ing privilege, its holders would be powerless to prevent 
the increase. Therefore, the preferred stock certificate 
usually specifies that the issue cannot be increased except 
when approved by a two-thirds majority vote of the pres- 
ent preferred stockholders. 

The tendency is to give to all classes of stockholders 
voting power sufficient to protect themselves on mat- 
ters that affect the security of their principal and the 
amount of their income. 

Who Is Entitled to Vote? Because the stockholders are, 
in the eyes of the law, the prime source of responsibility 
for the successful conduct of the corporation, it is well 
to understand how the stockholders express their will 
and exercise their control. 

A stockholder’s only means of expressing his will 
within the organization lies in his right to vote. 
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Many stockholders cannot or do not exercise this right. 
If a corporation’s stock is traded in on the stock exchange 
and the same shares change hands frequently, who shall 
have the right to vote those shares in a stockholders’ 
meeting? The general rule covering this question is 
this: 

Only those persons are entitled to vote who are 
““stockholders of record’’—that is, persons whose 
names appear on the corporate records as the owners 
of the stock. 

Should several people try to vote the same stock, the 
records of the corporation decide who is to exercise the 
right. 

To establish uniformity of practice and to avoid confu- 
sion, a definite date is sometimes set on which the stock- 
transfer book is to be closed. This date is usually set 
long enough prior to a stockholders’ meeting to enable 
the secretary to prepare a list of those entitled to vote 
at the meeting. After the stock-transfer book is closed, 
the transfer agent or secretary of the corporation re- 
fuses to record any more transfers until after the sched- 
uled stockholders’ meeting has been held. Thus, per- 
sons who buy stock during the period in which the books 
are closed cannot vote even tho they are in actual posses- 
sion of the indorsed stock certificate. 


Methods of Voting. Several methods of voting are used 
by the stockholders of a corporation, as follows: 


1. Cumulative voting. 
2. Voting on basis of number of shares. 
3. Limited voting. 

4, Voting by proxy. 

The cumulative method of voting was developed to 
meet the need of preventing minority stockholders from 
being oppressed by the majority. In electing directors, 
if one stockholder owns 51 per cent of the stock, he could 
arbitrarily elect the entire board of directors, and the 
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minority stockholders would have no voice in the iman- 
agement of the corporation in which they had money 
invested—unless the cumulative method of voting were 
employed, whether by agreement or as required by law. 


Under this cumulative system, each stockholder has as 
many votes as the number of shares he owns multiplied 
by the number of directors to be elected. He can cast 
all his votes for one candidate or distribute his votes over 
the number to be elected, in any way he chooses. In this 
way, the minority stockholders may pool their voting 
power on at least one candidate. For example, a corpora- 
tion has 1,000 shares of capital stock. These shares are 
held as follows. Group A holds 510 shares. Group B 
holds 490 shares. Five directors are to be elected. Vot- 
ing on the basis of the number of shares held by each 
person, the five directors could be elected by Group A, 
as it holds the majority of votes. Group B could not 
elect any directors. But under cumulative voting, the 
following would be the situation: 


Group A would control 2,550 votes (510 X 5), and 
Group B would control 2,450 votes (490 < 5). The total 
votes to be cast would be 5,000—that is, the total num- 
ber of votes to be cast in electing all five directors—and 
either group could use any number of its total quota of 
votes in electing any one director. Thus, Group B could 
divide its total votes between two candidates so as to 
assure the election of two directors. 


Voting on the Basis of the Number of Shares. Under 
noncumulative voting, each stockholder is entitled to one 
vote on each candidate for each share of stock he owns. 
This method places complete control of the elections of 
the board of directors in the hands of a concerted major- 
ity, if such a majority exists. 

In many large corporations, however, it is true that. 
control is exercised by an actual minority, because only 
a small portion of the stockholders either appear in per- 
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son or are represented, by proxy, at the stockholders’ 
meetings. Some railroads, for example, have been con- 
trolled by the votes of only 20 per cent of the outstanding 
common stock. 


Where much of the common stock of a corporation is 
scattered in small amounts among many widely separated 
stockholders, most of whom hold the stock as a per- 
manent investment rather than for a speculative profit, 
the business may be entirely controlled for years by a 
small minority of stockholders who act in concert. Un- 
der such conditions, however, there is always the chance 
that certain interests may quietly buy up scattered stock 
sufficient to acquire absolute control and then effect a 
change in the personnel of the directors. 


Limited Voting. Many small stockholders have been 
deterred from buying stock in corporations because they 
felt that they would have little to say in the manage- 
ment of the corporation. They knew that among a large 
body of stockholders, each of whom had as many votes 
as were represented by the number of shares owned, a 
man with a few shares of stock could exert little influence. 
As a result of this, another system of voting has been 
developed whereby each stockholder has one vote for 
each share owned up to a certain number of shares; be- 
yond that number of votes, one vote for each group of 
shares he owns—with perhaps a definite limit set on the 
number of votes that any one shareholder can cast. For 
example, a stockholder might have one vote for each 
share of stock he holds up to and including ten shares; 
then one vote for each ten shares beyond the first ten, 
with the provision that no shareholder should have more 
than one hundred votes. 

This method obviously limits the voting power of any 
one stockholder, and gives the small investor a greater 
proportionate voting power in deciding elections of the 
board of directors. 
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Limited voting, however, is seldom used; it is possible 
only in those states which permit such special provisions 
to be inserted in the charter. 


Voting by Proxy. A great convenience to shareholders 
who live at a distance from the place of the stockholders’ 
meeting, or who for some other reason cannot attend, is 
the proxy. 

A proxy is a revocable, written power of attorney, 
by which a stockholder transfers his right to vote 
without losing the title to his stock. 

Proxies in blank are usually sent to registered share- 
holders either by a proxy committee, whose names appear 
on the proxy, or by some one who is trying to get enough 
votes to attain some definite object. 


The proxy committee is usually selected by the board 
of directors, and this committee usually votes the proxies 
solidly for the existing board. Outside interests who de- 
sire to defeat the existing management often try to get 
enoug stockholders’ proxies to bring about their purpose. 


It must be remembered that, as the definition says, the 
proxy is revocable; the decision as to how or by whom the 
proxy shall be voted can be changed at any time. 


The Essential Points in Organizing Corporate Manage- 
ment. We have seen that the organization of corporate 
management is primarily a matter of division of respon- 
sibility and delegation of authority. Four essential points 
in corporate organization are: 


1. The ultimate responsibility for the management of the 
corporation rests on the body of the voting stockholders. 
2. These stockholders delegate to the board of directors the 
supervision of the internal management of the corpora- 
tion and the duty of making such external financing plans 
involving stock and bond issues as they see fit. But— 
The ultimate decision as to external financing involving 
issues of stocks or bonds should be reserved for the stock- 
holders affected by such action. 
4. The board of directors, in the absence of limiting provi- 
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sions in the by-laws or in the statutes of the state, select 
the officers of the corporation who execute the plans of the 
board of directors. 

Let us now, in Part III, consider the essential features 
of another form of business organization that is usually 
called a common law trust. The business trust—as it is 
also frequently termed—is the result of the application of 
very old and well-established principles. Trusts have 
been used for generations in handling the estates of de- 
ceased persons, and more recently in handling real estate 
operations. However, it is only in late years that it has 
come into use as a form of business organization—prob- 
ably thru a desire on the part of many business men to 
avoid some of the onerous regulations imposed by many 
states on corporations. 


CORPORATIONS AND BUSINESS TRUSTS 
Part) Lit 


Tue Business TRUST 


EFORE taking up the combining or consolidating 
of two or more business enterprises into a single 
organic unit, let us extend our understanding of 

the form of organization known as a common law trust, 
first mentioned in Executive Manual 41. 


The common law trust, or the Massachusetts trust as 
it is sometimes called, is a form of organization that has 
rapidly grown in popularity during recent years. It sup- 
plies many of the advantages of a corporation, and it 
does not have some of the corporation’s disadvantages; 
it is relatively free from state control and regulation. 


What Is a Common Law Trust? The two basic charac- 
teristics of this form of organization are that— 

1. The legal title to the property of the business is vested 

in a board of trustees, who roughly correspond to the 
board of directors in a corporation. 

2. The profits or other income of the business accrue to the 

beneficiaries who hold certificates which give the right to 
share in the profits, similar to the capital stock certificates 
of a corporation. 
A common law trust is a form of organization in 
which the property and management are placed in 
the control of a few trustees who direct the opera- 
tion of the business for the beneficiaries who hold 
trust certificates. 

The relation between the trustees and the beneficiaries 
is the same in principle as that between the trustee of 
the estate of a deceased person and his beneficiaries. The 
legal title to the property of his estate is usually vested 
in a trust company; the income and earnings from the 
property are paid to his beneficiary or beneficiaries. The 
trust company serves as his trustee. 


The Parties in a Common Law Trust. There are three 
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principal parties im a common law trust business organ- 
ization, and they are: 


1. The settlers—who draw up the trust agreement establish- 
ing a trust of certain business property, and who define 
how that property shall be owned and administered and 
how it shall. be eventually disposed of. 

The trustees—who are the persons on whom the settlers 
vest the legal title to the property, and who are given the 
power to manage the property and exercise control over 
it subject to the terms of the trust agreement. 

The beneficiaries—who are the persons set forth in the 
trust agreement to possess the equitable interest in the 
trust property and to receive the profits from it. These 
persons often have the power to elect trustees to fill 
vacancies. 


to 


oo 


How a Common Law Trust Is Created. In forming a 
common law trust, the settlers draft and execute a deed 
of trust, which is a contract between the trustees and the 
beneficiaries. 

The common law, in general, gives people the right 
to place their property in trust, and to designate 
how it shall be managed and by whom. 

A trust agreement corresponds to the charter of a 
corporation or the articles of association of a joint stock 
company, in that it is the document which sets forth the 
rights, the powers, and the duties of all the parties. 

If the business to be organized as a common law trust 
is a going concern, all its property is conveyed to the per- 
sons who declare themselves trustees of the property, and 
who bind themselves by the trust agreement or “declara- 
tion of trust” to conduct the business according to the 
provisions of the trust agreement. Trust certificates may 
then be issued to those who have contributed something 
of value to the business, such as property or money or 
even a promise of future service or performance of some 
kind. Ownership of these trust certificates may be trans- 
ferred the same as certificates of stock in a corporation. 

Generally speaking, the trust agreement may embrace 
any form of organization which has as its basis the re- 
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lationship between the trustee and the beneficiary, of 
which we have spoken before. The common law trust 
can enter into any line of business where this trustee re- 
lationship is possible. In drafting a declaration of trust, 
or a trust agreement, a competent lawyer should be 
employed. 


Duration of a Common Law Trust. A common law trust 
is limited in its duration by a rule of law known as the 
rule against perpetuities. This rule is intended to pre- 
vent property from being tied up indefinitely. It makes 
it difficult to continue a trust for a longer time than 
twenty-one years after the death of one or more of the 
trustees; and, in every case— 

The trust agreement should state specifically the 
period during which it is to continue. 

If the intention is to continue the trust for as long a 
period as possible, it should be stated in the trust agree- 
ment that this agreement shall continue until twenty-one 
years after the death of some existing person who is 
named. In some states, it is permissible to use a group 
of persons, and to have the trust continue until twenty- 
one years after the death of the longest lived member of 
the group. But it is usually possible to reorganize the 
common law trust for another term of years when its 
period of duration expires. 


The Management of a Common Law Trust. If the rights, 
responsibilities, and liabilities of the trustees are not set 
forth in the trust agreement, their conduct of the busi- 
ness is governed by common law rules. In the event that 
there is one trustee, his responsibilities are similar to 
those of an individual proprietor. The trustee or trustees 
have the power to make contracts for the business, and 
to manage the business as they see fit. They bear un- 
limited liability on all contracts entered into on behalf 
of the business, unless specifically relieved of liability in 
the trust agreement. 
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The trustee or trustees cannot delegate any of their 
responsibility to anyone else. In other words, they are 
legally responsible for all the business acts of their sub- 
ordinates in the business. In this respect, also, a trustee 
is like an individual proprietor, who is responsible for the 
commitments of his authorized agent or agents; and if 
there are two or more trustees, their relationship and re- 
sponsibilities, if not specifically defined in the trust agree- 
ment, are similar to those obtaining in a partnership. 

The trustees of a common law trust should be persons 
so qualified as to enable them to co-operate success- 
fully in managing the business. 

A trust agreement may contain a clause stating that 
the trustees may delegate managerial power to others, or 
that the trust shall be bound by the acts of a majority of 
the trustees. 

The law generally interprets trust agreements in a very 
strict manner. The rights of minority trustees receive 
full legal consideration. This necessitates a harmonious 
relationship between the trustees, if the business under 
their charge is to prosper. 

According to the law, a trustee, in managing trust 
property, shall use the judgment and care of a prudent 
man. If he does not exercise this judgment and care as 
determined in a court of equity, he may be held liable 
for the resultant losses. 


In dealing with outsiders, the trustees are held per- 
sonally liable unless it is specifically stated at the 
time of the transaction that the liability is confined 
to the trust fund or business, and does not embrace 
the trustee or beneficiaries personally. 


The trust agreement usually carries a clause specifying 
that the trustee’s liability is limited and providing that 
he shall be reimbursed out of the trust fund for any Judg- 
ment obtained against him incident to his duties as 
trustee, if it can be shown that he acted in good faith. 


Certificates in a Common Law Trust. Participation in 
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the common law trust is not necessarily confined to the 
original beneficiaries. Under this form of organization, 
certificates are transferable, as previously stated. Addi- 
tional certificates may be issued to subsequent investors 
when permitted by the trust agreement. These certifi- 
cates are sometimes listed and dealt in on the various 
stock exchanges. 

Under the common law trust, it is possible to have 
several kinds of common and preferred certificates. Also, 
the income, risk, and control may be divided in any way 
that seems desirable. 


Rights of the Beneficiary. The general status of a bene- 
ficiary in a common law trust is similar to the status of 
a partner in a business, but without the partner’s lia- 
bility or active participation in the management. 

A beneficiary’s rights are fairly well outlined in com- 
mon law practice, as embodied in court decisions. These 
rights may be limited by provisions inserted in the trust 
agreement, but they cannot be increased beyond the 
limitations set forth in the practice of common law. 

The following rights of a beneficiary may be expected 
in a properly organized common law trust: 

1. The right to his share in the profits of the trust as out- 
lined in the deed of trust. 

2. The right to transfer or dispose of his interest. 

3. The right to reimbursement for losses resulting from mal- 
administration or fraudulent practices of the trustees. 

4. The right to have on request complete statement as to 
the management and financial condition of the trust. 


5. The right to claim nonliability for any of the business 
acts of the trustees. 


6. The right of appeal to a court to remove an incompetent 

or dishonest trustee. 

There are two other rights which may be included in 
the declaration of trust, but which may, owing to the 
unsettled condition of the law, deprive the beneficiaries 
of limited liability. These rights are: to elect successor 
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trustees, and to términate the trust by concerted action 
of a specified number of beneficiaries. 


The Beneficiary’s Liability. The lability of the bene- 
ficiary is strictly limited to the amount of his investment 
in the business trust—if it cannot be shown that he is, in 
reality, a partner. Creditors must satisfy their claims out 
of the assets of the trust, if it is properly organized, and 
the business has been properly conducted. Creditors 
rarely if ever can satisfy their claims by an action against 
the beneficiaries where the trust agreement conforms with 
the legal requirements in freeing the beneficiaries from 
hability. But it is sometimes difficult to determine the 
exact status of a beneficiary. Some trust agreements give 
such powers to the beneficiaries that they have been held, 
by the law, to be partners and, as such, to be liable for the 
debts of the business the same as a partner. 


If, as is sometimes the case, the beneficiaries have the 
power to remove trustees without any evidence of mal- 
administration or dishonesty, and to substitute others, it 
has been held that they are partners and not beneficiaries 
in the legal meaning of the term. 

If the beneficiaries are adjudged to be partners, 
because of the powers vested in them by the trust 
agreement, they are then held liable the same as 
partners. 

If there is any question as to the future status of the 
beneficiaries or holders of trust certificates, it is well to 
insert a clause in the trust deed or agreement expressly 
limiting their liability. Inasmuch as this limited lability 
must be made known to all those dealing with the busi- 
ness, it is customary to stipulate in contracts with out- 
siders that the beneficiaries are not lable for any of the 
debts of the company. 


Advantages of the Common Law Trust Summarized. The 
business trust form of organization has many advantages. 
It is easy to organize, and does not require the consent of 
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any state official. The declaration of trust corresponds 
to the articles of copartnership, and, as soon as it has 
been drawn and properly executed, the business trust is 
ready to begin business. The business trust, unlike a cor- 
poration, does not have to obtain a charter from the au- 
thorities before it can operate; nor does it have to pay 
incorporating fees and franchise taxes. 


The business trust has the advantages of speed of ac- 
tion and of secrecy. Since it may have a small board of 
trustees, it can quickly decide on any proposed course of 
action. There may be hundreds or thousands of holders 
of trust certificates, but only the trustees need know 
about important business transactions. 


The methods of raising capital for a business trust are 
about the same as for a corporation. Trust certificates 
may be sold the same as stock certificates, and are as 
readily transferable. But the investing public is not as 
familiar with the business-trust form of organization, 
and therefore it is not as easy to secure wide distribution 
for trust certificates. 


Since the trustees act as individuals, they are not, at 
the present time, subject to any laws limiting their trans- 
actions of business in any states, except laws which affect 
the acts of individuals. In the case of corporations, how- 
ever, there are certain legal restrictions in some states 
which require the payment of large fees for the privilege 
of doing business in states other than the one in which the 
business is incorporated. These laws do not apply to the 
business trust. 

The business trust, being a novel form of organiza- 
tion, is not yet subject to regulatory statutes. It is 
not subjected to various forms of taxation, such as 
organization taxes and franchise taxes. 

And, at the present time, this freedom from regulation 
and certain forms of taxation constitutes a real advan- 
tage, in some cases, over the corporate form of organiza- 
tion. 
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Disadvantages of the Business Trust. The common law 


trust form of organization also has its disadvantages, as 
follows: 


1. Unsettled condition of the law. With the exception of a 
few states, the laws governing business trusts are not 
sufficiently developed to enable those who invest in them 
to be able to determine in advance the extent of their 
rights and liabilities. 


2. Future regulation. There is no reason in the nature of 
things why the business trust cannot be subjected to regu- 
latory statutes just as corporations have been. Some 
states have already extended their blue-sky laws suffi- 
ciently to make them include the securities of business 
trusts; and if the need for regulation should develop, as it 
has in the case of corporations, it is reasonably certain 
that future legislation will regulate the business trust. 


3. Possibility of Unlimited Liability. One of the chief reasons 
for using the business trust as a form of business organiza- 
tion is to avoid the unlimited liability which attaches to 
the members of a partnership, to the single proprietor, 
and to the shareholders in the joint stock company. If 
the trust agreement is properly drawn, and all the safe- 
guards observed, both the trustees and the beneficiaries 
may avoid liability beyond what they have invested in 
the trust estate. But as yet the law is not very well 
settled as to the distinction between a trust estate and a 
partnership. There is danger of giving the beneficiaries 
too great control over the trustees, and thus subjecting 
the beneficiaries to unlimited lability. 


Thus, the principal disadvantage in organizing a busi- 
ness as a common law trust is, not its present status in the 
law, but its possible or probable future status. There is 
uncertainty as to whether or not the various states will 
continue to give the present freedom from taxes and regu- 
latory control that this form of organization now enjoys. 
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Business CoMBINATIONS 


N OUR study of economic fundamentals early in this 
training service, we learned that competition tends to 
cause the prices of the products of any industry to ap- 

proach the cost of production of the efficient producers in 
that industry, as in the case of automobiles, where the 
competition is between makes of about the same class. 
We also learned that ordinarily the cost of a product 
tends to come down as the volume of output is increased. 
This result comes primarily from lower overhead costs 
per unit of product, lower costs of materials purchased in 
larger quantities, and from lower operating costs made 
possible by the use of more labor-saving machinery; also, 
in many cases, lower cost of distributing products. By 
bringing several business units into one organic whole, 
the market outlets developed by each of the units can all 
be utilized to obtain satisfactory distribution of all the 
products of the combination. 


An ideal business would be one which operates on a 
scale large enough to take fullest advantage of the op- 
portunity to produce and sell at low cost, implying well- 
balanced production and distribution. It would prob- 
ably be large enough to control the production of the 
materials and equipment used in the manufacture of its 
product, as in the case of the Ford Motor Company. 
Such an ideal business would have little or no worry as 
to the price fluctuations of the materials used in its prod- 
uct. It could fix its prices for a forthcoming period with 
considerable assurance that this price will cover its costs 
plus a satisfactory profit; it need have little if any fear 
that competing producers will be able to sell below its 
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price; in fact, it would be sure of relatively little sales 
resistance and of relatively low selling costs. 

It has been thru desire to approach closer to having 

an ideal business that many business combinations 

have been organized. 

The Two Basic Types of Combination. While combina- 
tions of many kinds and forms have been made in the 
business world, they usually fall into one of two types: 

1. The horizontal type of combination. 
2. The vertical or integrated type of combination. 

The horizontal combination brings under one central- 
ized control many separate business enterprises of a 
similar nature. For example, four large automobile man- 
ufacturing plants brought together under one control is 
a horizontal combination. 

A horizontal combination is one which unites, for 
mutual advantage, industries or business enterprises 
of similar nature. 

If one large automobile manufacturer acquires control 
of a steel company, a coal company, and perhaps a steam- 
ship line or a railroad, a plant to manufacture glass for 
wind shields, a radiator plant, and so on, this would be 
called a vertical or integrated combination. 

A vertical combination combines under one head dis- 
similar industries or concerns, each of which con- 
tributes service or products of value to the controlling 
company. 

Some combinations are both horizontal and integrated 
or vertical; that is, several separate companies in one line 
of business join hands, and then this horizontal combina- 
tion acquires control of some of the varied concerns that 
supply it with materials or service. Obviously, both 
kinds of combinations are the means of greater competi- 
tive strength—but combinations in restraint of inter- 
state trade (that is, those combinations which are formed 
to eliminate competition and to have a monopoly on the 
supply of their products) are illegal under the antitrust 
laws of the United States. 
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Organization for the Control of Combinations. How are 
combinations controlled? Just as there are two types of 
combinations, there are also two methods of control: 

1. Control by means of agreement. 
2. Control exercised by ownership right. 


Combinations controlled by agreement are usually 
voluntary associations for mutual advantage. Each of 
the several units that compose the combination retains 
its individual management, but each shapes its policies 
and practices in accord with a mutually-agreed-upon 
plan, so that each unit works “hand in glove” with the 
other units; and the several units are operated virtually 
as one, altho under separate managements. 


Control of combinations may be exercised thru owner- 
ship in two ways. It may be thru ownership of a major 
portion of the voting stock of a group of business units, 
or thru actual absorption of the assets of the several units 
by outright purchase or by the exchange of securities. 


Where there is actual ownership of the physical assets 
of the units, the combination is usually known as a 
merger. When control is exercised thru ownership of 
capital stock or other securities, the title to the stock or 
other securities is usually vested in a holding corporation. 
Before taking up the holding corporation, let us consider 
briefly the nature and importance of voluntary associa- 
tions. 


The Voluntary Association. The voluntary business as- 
sociation fills a very definite need in modern industry. 
The complexity and interdependence of the parts of the 
present business structure preclude a policy of isolation 
and self-sufficiency on the part of many individual busi- 
ness concerns. Realization of this interdependence of 
business concerns within a particular industry has 
brought about a recognition of the need for an inter- 
change of ideas with a view toward building and strength- 
ening the industry as a whole. By advancing the indus- 
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try as a whole, the individual business within the indus- 
try is also advanced. 
The voluntary association affords the means for inter- 
changing facts, ideas, standards, and ideals; and this 
tends to strengthen the industry as a whole. 

As a result of the growth of a spirit of mutual helpful- 
ness arising from a realization of interdependence, we 
have, for example, the chambers of commerce which fos- 
ter business in a given locality, and we have many trade, 
industrial, and professional associations. 


Many of these associations maintain research organiza- - 
tions which make surveys and investigations, the results 
of which are given to all the members. Some associations 
are national in scope, and conduct active propaganda and 
advertising to foster the sale of the products of the in- 
dustry and to get the good will and acceptance of the 
public. Others aim primarily at uniform cost-finding 
methods in order to avoid reckless bidding for business. 


The legal status of trade associations will be covered 
in the section of this training service on legal problems. 


The Holding Corporation. In its organic structure, the 
holding corporation is identical with that of the ordinary 
corporation. It is composed of a group of shareholders 
who own stock, elect directors, receive dividends, and are 
in every way under the same obligations as the sharehold- 
ers in an ordinary corporation. 


The holding corporation differs in one important re- 
spect from the ordinary industrial corporation. Its assets 
are made up largely of the securities of one or more cor- 
porations, while the assets of an ordinary corporation are 
composed of real estate, buildings, working capital, and 
the like. 

The holding corporation exercises control of its sub- 
sidiary corporations thru the election of directors 


for these subsidiaries; these directors follow the 
policies dictated by the holding corporation. 
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The chart opposite page 42 shows the possibilities 
of the control of subsidiaries by one holding company. 
The relation between this holding company and its sub- 
sidiaries is pointed out beneath the chart. 


This chart shows plainly how, thru its ownership of 
stocks and bonds, this holding corporation, with a capi- 
talization of $9,000,000, is able to control the destinies of 
a group of corporations whose aggregate capitalization is 
$19,300,000. This chart also shows the widespread inter- 
est which may be influenced by a holding corporation. 


The Leasing Company. Another form of organization is 
the leasing company, wherein one of a group of companies 
—usually the one in the more dominant position—leases 
the properties of companies with which it desires to form 
an organic unit. The lease may be for a temporary period 
or it may be so arranged as to form virtually a perpetual 
relation. These leases are of two kinds: 

1. The direct money rental. 
2. The contingent lease. 

In the first kind of lease, all the net earnings front the 
operation of the second company are turned over to the 
leasing company. In the second type of combination, the 
profits are shared between the two companies in accord- 
ance with the terms of the contingent lease. 

In all leases the leasing company controls both the 
business policy and the operating organization of the 
company which is leased. 

The leasing plan of combination has been used widely 
among railroads. It is obvious, of course, that whenever 
a railroad becomes involved in financial troubles, it is 
easy for some stronger railroad, operating in the same or 
adjacent territory, either to purchase a partial interest in 
it, or to advance money and thus be in a position to dic- 
tate the terms of a lease. 

The Merger. Under certain circumstances the union of 
related companies may become so complete and _ per- 
manent that it is thought desirable to abolish the cor- 
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Holding Corporation 
Capital $9,000,000 ' 


Capital Stock $4,500,000 Capital Stock $3,000,000 Capital Stock $7,000,000 


Controlled by holding corp. Controlled by holding corp. Controlled by holding corp. 
thru ownership of $2,500,000 thru ownership of $1,800,000 thru ownership of $4,000.000 
of A’s stock of F’s stock of D’s capital stock 


: Corporation B Corporation G 
Capital Stock $2,000,000 Capital Stock $800,000 


Controlled by Corp. A thru Controlled by Corp..F thru 
ownership of $1,000,000 of ownership of $400,000 of G’s 
bonds in default 


Corporation C . Corporation E 
Capital Stock $1,000,000 Capital Stock $1,000,000 
Controlled by Corp. B. thru Controlled by holding corp. 
Seucahin of Bi cece thru oe of $500,000 

nds 


Note that this holding corporation controls the directorates of four 
subsidiary companies, and that two of these subsidiaries, in turn, 
control companies that are subsidiary to them. 

In the case of Corporation A, the holding corporation owns over 
one-half of the capital stock. Consequently, it controls the board of 
directors of Corporation A, which, in turn, controls Corporation B 
thru ownership of half of B’s capital stock; while Corporation C is 
controlled by B thru ownership of all its capital stock. (Corporation 
C acts as a marketing subsidiary for Corporation B.) 

Corporation F is controlled by the holding corporation thru owner- 
ship of over half of F’s capital stock; while Corporation G is con- 
trolled by F thru ownership of $400,000 worth of G’s bonds which 
have been defaulted. In other words, the entire bond issue of G 
was held by Corporation F and G defaulted in its payments on these 
bonds; it was not able to pay the principal when the bonds came 
due. Therefore, Corporation F, thru a reorganization plan, insisted 
on directorate control of Corporation G in order to put this corpora- 
tion on its feet again, so that the bond issue could be paid. 

Corporation D is controlled by the holding corporation thru owner- 
ship of over half of D’s capital stock. 

Corporation E is controlled by the holding corporation thru owner- 
ship of $500,000 of E’s bonds. Owing to the circumstances surround- 
ing the $500,000 bond issue by Corporation E, the holding corporation 
was able, thru ownership of the bonds, to exert a majority control 
over the board of directors. (Representation on the board of directors 
is often a right given to bond holders, particularly where the issuing 
corporation is in poor financial condition.) In the case of Corpora- 
tion E, the holding corporation, thru the bonds, has a mortgage on 
the entire physical assets of Corporation E. 
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porate organization of the subordinate companies, trans- 
fer their assets to the central company, and thus bring 
about a complete merger of all of the companies into 
one organic whole, generally in the corporate form. Such 
a combination, both from the internal organization and 
the operating standpoint, when formed, becomes an ordi- 
nary corporation of larger size. 


* * * * * * 


Now, having analyzed the main characteristics, advan- 
tages, disadvantages, and the main practical aspects of 
the various types of organization, let us, in Executive 
Manual 88, further develop our grasp of organizing prin- 
ciples and practice by finding out just how to form a new 
corporation—after using the following check-up, and 
handling Executive Problem 87. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 


use, so you need not send it in to the University, 





1. Corporation A has a charter which defines the 
corporate activity as follows “to buy, lease, or acquire, 
and to operate for profit, a wholesale grocery, and to 
deal in all commodities and equipment pertaining there- 
to.” The corporation has been offered a controlling 
interest in a cannery. Can it assume control under the 
limitations of its charter? 


2. Three men took an option on a coal mine which 
would need considerable development. Two of the men 
wanted the mine to be operated as a partnership; the 
other man suggested that a corporation be formed 
because, as he said, they would then be able to finance 
the mine better by inducing local capital to invest in the 
project. Was this a sound reason for preferring cor- 
porate organization? 


3. B wished to invest some money in a certain light 
and power company. He talked the proposed invest- 
ment over with C, his friend. C stated that the hght 
and power company had paid only 5 per cent dividends 
over a period of years, and that a steel company in 
which he had investments had paid 8 per cent for the 
past two years, and that B should, therefore, invest in 
the steel company. Is this conclusion justified without 
further information? 


4. A director of a large corporation had had wide 
experience in purchasing, and he therefore felt justified 
in exerting considerable influence directly on the pur- 
chasing agent, with regard to contemplated purchases. 
Was this director keeping within the scope of a direc- 
tor’s authority? 


5. The president of a small corporation was prone 
to enter into contracts on his own responsibility, and 
when difficulties regarding payment by the corporation 
developed, claimed that the treasurer should have funds 
on hand to meet the payments. The treasurer stated 
that he should have known in advance about obliga- 
tions contracted, and should have had a voice in mak- 
ing the contracts. Was he right? 


Yes| No 





Check 
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Check 





6. Some of the promoters of a corporation wanted to 
give voting power to the preferred stockholders. One | Yes/ No 
promoter disagreed, and said that voting power might 
be no inducement to prospective purchasers of the pre- 
ferred stock. Was he right? 


7. An investor heard that a dividend had been 
declared by the board of directors of a corporation, but 
had not yet been paid. He hastened to buy some shares 
in the corporation, despite the fact that the transfer 
books were closed for the payment of the dividend. 
Would the stock certificates he purchased entitle him 
to. the declared dividend? 


8. In a corporation where cumulative voting is per- 
mitted, the majority interests control 3,000 votes, and 
the minority interests control 2,750 votes. There are 
five directors to be elected. Is it possible for the minor- 
ity to elect three directors? 


9. Is the liability of a beneficiary of a business trust 
always limited to the amount of the trust certificate 
which he holds? 


10. C is the sole trustee for the Monolith Mechanical 
Company, properly organized as a common law trust. 
C enters into a contract which results in a large loss to 
the trust. Are there circumstances under which the 
trustee can be held responsible? 
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Executive Problem 87 


DECIDING ON THE FORM OF ORGANIZATION 


Analyzing the Corporate Needs and Selecting an 
Appropriate Corporate Form 


UNbDER THE LASALLE PropLeEM MerHop 


le union there is strength—but that strength 
may turn to weakness if the form of union 
is not adapted for its use. Corporations, asso- 
clations, and business trusts have a strength 
that is greater than the combined strength of 
their individual components—but only if the 
form of the combination is perfectly adapted 
for its purposes. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed. 





Executive Problem 87 
DECIDING ON THE FORM OF ORGANIZATION 


This problem finds three companies well on the way 
toward a combination. There are two important prob- 
lems which are still to be decided: 


1. The type of corporate organization which is best adapted 
to the needs of these businesses and of their owners. 


2. The reorganization of the operations and of the operating 

staffs. 

We shall consider the first of these questions now. The 
second problem, that of the operating reorganization, we 
shall consider in Executive Problem 91. 

The Lakota Refrigeration Company, of Lakota, Mich., 
has been a pioneer in working out the engineering and 
marketing problems of electric refrigeration for home and 
store use. Its management has kept abreast of the needs 
of the times. The company is well financed. It is not a 
large corporation, as corporations go in that field, but it 
has paid big dividends and has, until recently, been able 
to get its full share of the business. 

The corporation has all its stock outstanding—20,000 
no-par shares which stand on the books at $200,000. The 
books show in addition a surplus of $51,852, so that the 
book value of the stock is $251,852. This stock is held 
by about a hundred holders, most of whom are residents 
of Lakota. Over 60 per cent is held by the three directors 
and officers who are responsible for the management of 
the company. 

You will have noticed that the Lakota Company has 
been able to hold up its end in the growth of the industry 
‘until recently.” About three years ago, an inventor, 
A. B. Arnold, approached the management with a rather 
revolutionary device which, he claimed, would materially 
increase the efficiency of their household refrigeration 
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outfits. The officers of the company examined this device very 
thoroly, but finally turned down Mr. Arnold’s proposal. They have 
since regretted this action, for Mr. Bushman, the sales manager of 
the Lakota Company, was so enthusiastic over the device that he 
resigned his position and worked with Mr. Arnold in interesting a 
local capitalist, a Mr. O’Brien, in Arnold’s invention. 


These three men then organized a common-law trust named 
“Economy Refrigeration Service” (of which they made themselves 
the trustees), to make and market electrical refrigerators embody- 
ing this device. The trust agreement provided for 200,000 par- 
ticipating certificates, each of which was to be issued only upon an 
investment of at least $10. The three trustees appraised the patent 
at $40,000 and purchased it for thesnew organization, issuing 4,000 
participating certificates to Arnold. O’Brien then put in $25,000 in 
cash, for which he received 2,500 certificates, while O’Brien and 
Bushman each received 1,000 certificates for their services in organ- 
izing the trust. The organizers from time to time sold additional 
certificates to local parties so that at this time 11,000 participating 
shares are outstanding. 


The device has proved as successful as its inventor hoped. Bush- 
man has been successful in selling it. But the organization has been 
hampered by lack of working capital. It is operating in leased 
quarters. It buys almost all the parts that are required; its manu- 
facturing is largely a matter of assembling these parts. The net 
profits have been very small. 


The third member of the proposed combination is the North- 
ampton Ice Box Company, of Northampton, Ind. This is a com- 
pany twenty-five years old. It is known thruout the trade for the 
high quality of its refrigerators. The company in past years made 
good profits, but in those days the selling was in the hands of a 
man who died five years ago. Since then, the management has 
found it difficult to get prices which show profits. The sales expenses 
have been high and, at that, sales have not been sufficient to keep 
the plant operating at full capacity. 


The present corporate structure of the Northampton Ice Box 
Company is the result of a reorganization effected some three 
years before when the company increased its outstanding stock. 
Its capital is represented by 1,000 shares of $100 preferred 7 per 
cent cumulative nonvoting stock; and of 1,000 shares of $100 
common stock. The books show a surplus of $30,000, making the 
total capital $230,000. Since the reorganization, the company has 
barely kept “out of the red.” During the past year no dividends 
have been paid on either the common or the preferred stock. 
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The company has of late sold much of its output to the Lakota 
Refrigeration Company, the Economy Refrigeration Service, and 
similar companies. The two companies named have adopted the 
Northampton Company’s boxes as their standard for their more 
expensive household-refrigeration outfits. They have been buying 
less expensive cases for their lower priced models. 


These three companies very evidently have many interests in 
common. Some months ago Mr. Langhorn, president of the Lakota 
Refrigeration Company, got together with Mr. Bushman, his 
former sales manager, and later called on Mr. Harris, president of 
the Northampton Ice Box Company. They all agree that competi- 
tion between the two refrigeration manufacturers located in Lakota 
is hkely to prove disastrous and that the three organizations can 
make more profits working together than separately. All agree 
also that both makes of refrigeration outfits would be improved if 
none but Northampton cases were used; it proves that the probable 
combined requirements for refrigerator cases are about equal to 
the latter company’s production capacity. 

Out of these conferences has come a tentative agreement to com- 
bine. It appears that no additional financing is needed at the pres- 
ent time, since the Lakota Refrigeration Company has substantial 
reserves and a sufficient working capital to make up for the defi- 
ciencies from which the Economy Refrigeration Service has suffered. 

After much dickering it has been agreed that the assets of the 
Lakota Refrigeration Company are to be considered as 4/7 of the 
assets of the combination, while the assets of the Economy Refrig- 
eration Service and of the Northampton Ice Box Company shall be 
considered as 1/7 and 2/7, respectively. It is proposed to effect 
the combination by an exchange of securities and to pay out no 
cash. 

The promoters of the merger now face the question that is 
stated in the first paragraph of this problem—What form shall this 
combination take? Four alternatives are being discussed. 

1. The Lakota Refrigeration Company might increase its author- 
ized capital stock to 70,000 shares of no-par value. It might value 
its goodwill at $148,148, thus bringing its capital account to $400,000. 
It might then declare a 100 per cent stock dividend to its present 
stockholders. This would mean that 40,000 shares having a book 
value of $400,000 would be outstanding. It might then purchase 
all the assets and liabilities of the Economy Refrigeration Service 
for $100,000 to be paid by issuing 10,000 shares of its stock, this 
stock then to be distributed among the certificate holders of the 
common-law trust. (The trust agreement gives authority to the 
trustees to enter into such an agreement.) 
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Similarly the business of the Northampton Ice Box Company 
might be purchased for $200,000 and paid for by issuing 20,000 
shares of Lakota stock to the directors of the Northampton Ice 
Box Company for distribution among its stockholders. 


Under this plan, all the resources and liabilities of the combina- 
tion would be owned and owed directly by the one corporation. 
There may be some objection to the plan, however. The stock- 
holders of the Northampton Company reside in Indiana and the 
stock they hold is tax exempt in that state. Furthermore, this pre- 
ferred stock has protective features which make it In many ways 
equivalent to a bond. Mr. Harris may find it impossible to per- 
suade all the stockholders in his company to exchange their stock 
for stock in the Lakota Company—and that will be necessary if 
this first plan is to be carried out in its entirety, for it contemplates 
voluntary dissolution of both the common-law trust and the North- 
ampton Ice Box Company. 


2. The second suggestion is that the plan just proposed might 
be carried out so far as the Lakota and Economy companies are 
concerned. The Northampton Company might, however, be paid 
only 10,000 shares of new stock in exchange for the $100,000 of com- 
mon stock. In this case, the Northampton Ice Box Company and 
all its stock, both preferred and common, would continue in exist- 
ence, but the Lakota Company would hold all its voting stock and 
would therefore be in complete control of its business policies. (Ten 
thousand shares of the new Lakota stock would remain unissued.) 


3. A new corporation, a holding company, might be organized 
with a capital of $700,000, represented by 70,000 shares. The cor- 
porate structure of the three subsidiary organizations might be left 
unchanged. The shareholders, however—or at least enough of them 
to give the holding company complete control—would exchange 
their certificates for those of the holding company. The Lakota 
stockholders would receive two shares for every share they sur- 
rendered. The Economy Refrigeration Service certificate-holders 
would receive ten shares for every eleven certificates that they sur- 
rendered, while the Northampton shareholders would receive ten 
shares for every $100 share which they surrendered. 


4. The unissued certificates of the common-law trust, the 
Economy Refrigeration Service, might be used. This plan is urged 
vigorously by Mr. Bushman, whose three years’ experience with 
this form of organization has been very satisfactory. Under this 
plan, the new organization would have all the advantages and disad- 
vantages of common-law-trust organization; provision for additional 
trustees could easily be made, since the trust agreement provides 
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that the trustees mayincrease their number from three to five and 
can select trustees to fill any vacancies. 


Should this plan be followed, both the Lakota and the North- 
ampton companies would maintain their present charters. All that 
would be necessary would be to get enough stockholders—enough to 
deliver the control—to exchange their stock for participating cer- 
tificates in the common-law trust in the following ratio: 

The Lakota stockholders would receive 22 certificates for every 
10 shares they surrendered, and the Northampton stockholders 
would receive 11 certificates for every $100 share which they sur- 
rendered. 

Which of these plans is best? Several questions come up. The 
more important are suggested in the working papers which accom- 
pany this problem. The details may seem to be complicated, but 
this complication will be cleared up as you study these questions. 
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